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Harris: Structuring a Workable Business Code of Ethics

STRUCTURING A WORKABLE BUSINESS CODE
OF ETHICS
CHARLES E. HARRIS*
INTRODUCTION
1
Although the problem is far from new, the so-called "moral crisis in
business" has surfaced again, bringing with it new demands for the creation of2
a realistic set of ethical standards to guide our nation's business managers.
3
Left unattended since the price-fixing and stock fraud scandals of the 1960's,
business ethics problems have again become the subject of discussion with the
rise of a heightened sense of public morality growing out of the recent Watergate era. 4 Attention to such problems has been focused by recent disclosures of
6
5
corporate bribes and "slush funds," excessive executive "perks," and questionable banking practices3
In response, the Securities and Exchange Commission has launched widespread investigations into questionable business practices and has proposed
stiff new disclosure requirements." Federal bank regulators have imposed strict
rules designed to curb insider abuses 9 and far more severe legislative proposals

*A.B. 1969, University of Florida; J.D. 1972, Harvard University; Member of The Florida
Bar.
1. See, e.g., Luke 16:1-12; Baumhart, Problems in Review: How Ethical are Businessmen,
39 HARV. Bus. Rxv. 6 (1961); Baumhart & Fitzpatrick, Inertia in Business Ethics, 108 AMERICA
798 (1963); Teare, The Merchant Ethic, 17 A.B.A.J. 223 (1931).
2. See, e.g., Beran, How to Be Ethical in an Unethical World, 42 VITAL SPEECHES 602
(1976); Hill, The Ethical Basis of Economic Freedom, 42 VITAL SPEECHES 345 (1976); Editorial:
Business Ethics, DuN's REv., Apr., 1976, at 100.
3. See, e.g., Randall, For a New Code of Business Ethics, N.Y. Times, Apr. 8, 1962 (Magazine), at 24; Businessmen, the Law, and Ethics FORTUNE, Oct., 1968, at 39.
4. See SECURITIES AND EXCHANGE COMMISSION, REPORT ON QUESTIONABLE AND ILLEGAL
CORPORATE PAYMENTS AND PRACTICES, submitted to Senate Banking, Housing, and Urban
Affairs Committee, May 12, 1976, FED. SEC. L. REP. (CCH), No. 642, Part II (May 19, 1976).

See notes 5-7, 13 infra.
5. E.g., Those Business Payoffs Didn't All Go Abroad; Bosses Got Some Too, Wall St. J.
May 2, 1977, at 1, col. 6.
6. E.g., id. Cf. Securities Exchange Act Release No. 13,872, (Aug. 18, 1977), 42 Fed. Reg.
43,058 (1977); Executives' Privileges are Under Heavy Fire but Appear Resilient, Wall St. J.,
Oct. 19, 1977, at 1, col. 6; The SEC Focuses on Executive "Perks," BUs. WK., Apr. 18, 1977, at

52.
7. E.g., Lance Comes Out Swinging, Time, Sept. 26, 1977, at 12, 17-20; What the Report
Says, NEWSWEEK, Aug. 29, 1977, at 18-19; Lance Survives, But His Banking Style May Not,
NAT'L J., Aug. 27, 1977, at 1351.
8. Cf. Securities Exchange Act Release No. 13,872, (Aug. 18, 1977), 42 Fed. Reg. 43,058
(1977); Securities Exchange Act Release No. 13,185 (Jan. 19, 1977), 42 Fed. Reg. 4,854 (1977),
comment period extended in Securities Exchange Act Release No. 13,381 (Mar. 16, 1977), 42
Fed. Reg. 15,921 (1977). See Sierck & Watson, Post-Watergate Business Conduct: What Role
for the SEC?, 31 Bus. LAW. 721 (1976).

9. E.g., 12 C.F.R. § §23.1, 337.3 (1977).
310
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have been introduced in Congress. 0 The Internal Revenue Service has added
new procedures designed to flush out slush funds and improper payments."1 At
the state level, legislation mandating broad financial disclosures by state and
local officialsl2 reflects the increasing concern over ethical improprieties in
business as well as government. Business seems beset by a severe lack of confidence from the public and the regulators. 3
Amid these and other efforts to legislate ethical practices into corporate
decision making, numerous policy statements and codes of conduct have been
issued by our nation's public companies.' 4 Corporate leaders, 5 independent
auditors, 6 and industry associations'- have emphasized the importance of
adopting written company policy statements designed to curb questionable
practices. The codes produced to date have ranged from short statements
emphasizing protection of the company's reputation for integrity's to detailed
codes regulating a plethora of potential corporate sins.' 9 In this environment,
two things have become relatively clear: the promulgation of corporate codes
10. E.g., H.R.

REP. No. 9086, 9600, 95th Cong., 1st Sess. (1977).
11. The Internal Revenue procedures include the now-famous series of "eleven questions"
about slush funds, kickbacks, and illegal payments that could conceivably affect a company's
tax liability. The questions are reproduced in United States v. Richards, 1977- 1 U.S.T.C.
ff9362 (E.D. Va. 1977). The questions were supposedly promulgated under the authority of
§7602 of the Internal Revenue Code of 1954, 26 U.S.C. §7602 (1970).
12. E.g., FLA. STAT. §§112.312.326 (1977).
13. P. Blumberg, Corporate Morality and the Crisis of Confidence in American Business,

in BETA

GAMMA SIGMA INVITED ESSAY SERmS

(1977).

14. Address by William P. Drake, San Diego, Calif., (October 26, 1976); Rausch, Pressures
for Controls Mandates Bank Concern for Ethics, AMER. BANKER, May 10, 1977, at 13, col. 1;
Rockefeller, InstitutionalizingEthics, AMER. BANKER, July 7, 1977, at 4, col. 3; How Companies
React to the Ethics Crisis, Bus. WK., Feb. 9, 1976, at 78; BankAmerica Corp., Voluntary Disclosure Code (1976); NCNB Corp., Officer Code of Ethics (1976).
15. See note 14 supra.
16. E.g., Hill, supra note 2. See Coopers & Lybrand, Audit Committee Guide 22-23 (2d ed.
1976). A good summary of the early-1977 SEC, legislative, and AICPA proposals designed to
limit questionable corporate payments appears in ERNST & ERNST, QUESTIONABLE PAYMENTSRECENT ACTIoNs (Financial Reporting Developments, Feb., 1977).
17. American Bankers Association, The Drafting of a Banker's Code (1971) [hereinafter
cited as Banker's Code]; A Code of Conduct for Multinationals,Bus. WK., April 5, 1976, at 36;
CorporateEthics Codes: Has the Time Come, 63 A.B.A.J. 611 (1977); The 29 Commandments,
Time, June 7, 1976, at 66.
18. E.g., Drake, supra note 14, at 7, where Pennwalt Corporation Chairman William P.
Drake explains the "code" of that company as follows: "Yes, protection of our reputation for
integrity and the exercise of good judgment is, to me, our code of ethics. Defined in this
fashion it puts a great deal more burden on each of us as individuals than were we to have,
as many companies do, a list of rules or a series of do's and don'ts. To me, such rules are
merely props for weak characters. And, to my mind, there is no room for weak characters in
our Company -or in any company which strives to be a good corporate citizen".
19. For a good cross-section of more detailed codes, see BUSINESS INTERNATIONAL, CORPO-

(1975) (including The Code of Worldwide

RATE EXTERNAL AFFAIRS: BLUEPRINT FOR SURVIVAL

Business Conduct of the Caterpillar Tractor Co. and the Elements of Global Business Conduct
developed by the United States Chamber of Commerce); L. DAvms & A. DAvms, CONELICTS oF
INTEREST 42-52 (1975) (containing excerpts from the conflicts of interest policy statement of

United Virginia Bank); FRST

INT'L BANCSHARES,

INC., CONFLICTS OF INIRST

(1976); NCNB

Corp., supra note 14.
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of ethics has become "vogue" and the demand for their adoption by all public
companies is likely to increase.
As many managers have admitted, drafting a realistic business code of
ethics is not an easy assignment.20 Whether the task is approached from a
philosophical or practical standpoint, serious questions arise concerning the
approach and content to be used. Codes can be affirmative or negative in approach, with emphasis on disclosure or substantive regulation. They can involve simple statements of general ethical principles; treatises on existing
federal, state, and local law; or controversial dissertations of radical socioeconomic doctrines. Even if the general approach is agreed upon, difficulty is
often encountered in determining how far the code should go in a given area.
One astute business leader has observed that the task is somewhat like nailing
a custard pie on the wall.21
This article focuses on the basic considerations involved in drafting a
workable business code of ethics. Following an analysis of several preliminary
questions relating to the general approach and structure of the code, the more
difficult problem of code content is considered. Although existing legal principles are reviewed as a basis for developing code substance, the interrelationship between law and morality is also explored in an effort to establish general
guidelines for the grey areas between right and wrong. This analysis is followed
by presentation of an annotated model code of business ethics, based upon the
concepts and drafting guidelines discussed.
Several caveats should be noted at the outset. First, although this article
considers a variety of legal and moral principles, it is not intended to serve as
a treatise on either law or morals. Superior works are already available to permit further analysis of the legal and ethical concepts mentioned in this article.
The focus here is on the application of broad legal and ethical principles to
the difficult assignment of drafting a realistic code of ethics.
Second, morality cannot be determined by easy reference to mathematical
models or clear-cut tests. 22 Drafting a business code of ethics requires the use of
judgment concerning contemporary concepts of morality. In terms of standards,
the primary goal should be the development of broad guidelines within which
the drafter can exercise this judgment.
Third, a code of ethics will be effective in curbing improper practices only
if it is implemented and supported at all levels of a business.23 Regardless of
the ultimate validity of its concepts, a code of ethics that includes radical
economic theories or unrealistic standards is unlikely to be adopted or supported by most business leaders at the present time. Consequently, this article
focuses on the drafting of a workable, realistic code of ethics - a code that can
be supported and implemented immediately, not after years of discussion.
How Companies React to the Ethics Crisis, supra note 14; Rockefeller, supra note 14.
Chase Manhattan Bank board chairman David Rockefeller attributes this remark to
his colleagues. Rockefeller, supra note 14.
See Baumhart &cFitzpatrick, supra note 1; Greene, Ethics Not Customs, 42 VITAL
SPeEcHEs 25 (1975); Teare, supra note I, at 228.
23. Byron, Needed: Clear Codes, 107 AMERICA 1208, 1210-11 (1962). Hill, supra note 2, at
347-48; How Companies React to the Ethics Crisis, supra note 14, at 79; see Beran, supra note
2, at 606.
20.
21.
one of
22.
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Fourth, although the model code set forth in this article might well be
adopted and used by a public company without alteration, it is primarily
designed to serve as one example of how such a code might be drafted. As in
the case of legal form books, the model code is best used as a resource tool, not
as the only method of doing business. Changes can and should be made to
reflect the needs and standards of a particular firm.
Finally, the term "business code of ethics" must be delimited for purposes
of this discussion, since it can be understood to have a variety of meanings,
ranging from standards governing the conduct of individual corporate managers 24 to guidelines relating to the social responsibility of an entire business
enterprise. 25 In this article, the term "business code of ethics" is used to denote
a suggested standard of conduct to be followed, or at least aspired to, by individual managers or employees of a business firm. Although individual decisions
obviously make up the collective or enterprise conduct of the business as an
organization, 26 the corporate citizenship aspect 2 7 of business ethics is not directly considered in this article. The serious socio-economic questions of
corporate social responsibilitys deserve to be considered29 on their own, with24. E.g., Austin, Code of Conduct for Executives, 39 HARV. Bus. REv. 53 (1961): "'Business
ethics' is a poor phrase to use, but properly interpreted it can only mean the standards of
conduct of individual businessmen, not the standards of business as a whole." Id. at 55.
25. E.g., G. GoYDER, THE RESPONSIBLE COMPANY (1961); W. STOLK, BUSINESS INVOLVEMENT
IN SOCIAL PROBLEMS: TOKENSSIP OR LEADERSHIP, IN BusINEss AND SOCIAL PROGRSS 20 <C. Walton
ed. 1971); Blumberg, CorporateResponsibility and the Social Crisis, 50 B.U.L. REV. 157 (1970);
Blumberg, The Politicalizationof the Corporation,51 B.U.L. REv. 425 (1971); Garrett, Practicing Lawyer's Viewpoint, New Directions in Corporate Responsibility: Practicing Lawyer's
Viewpoint, 26 Bus. LAW. 545 (1970); Vagts, Reforming the "Modern" Corporation:Perspectives from the German, 80 HARV. L. REV. 23 (1966).
26. Most large businesses are corporations, and a corporation formally acts by way of a
corporate resolution or, for lesser events, through the authorized decisions of its corporate
managers. Although cases may exist where the allegedly unethical corporate conduct was
authorized by the board of directors, the more frequent situations seem to involve unethical
conduct by one or more corporate managers - conduct that has neither been authorized by,
nor disclosed to, the board of directors. The current efforts to improve the "ethics of business"
would therefore seem best directed toward improving the ethics or morality of individual
business managers rather than attempting to improve the "ethics" of the inanimate corporation that, after all, acts through the decisions of its corporate managers. As Dean Austin
observed, "'Business ethics,' 'corporate morality,' 'corporate ethics,' and similar phrases mean
nothing. The public's opinion of the ethics of business and of the corporation is based entirely on the actions of individual business managers." Austin, supra note 24, at 53. See
Blumberg, supra note 13, at 7.
27. For a cross-section of the more recent books on the general topic of corporate social
responsibility, see R. ACKERMAN, THE SOCIAL CHALLENGE TO BUSINESS (1975); N. JACOBY, CORPORATE POWER AND SOCIAL RESPONSIBILITY: A BLUEPRINT FOR THE FUTURE (1973); D. LINOWES,
THE CORPORATE CONSCIENCE (1974); G. STEINER, BUSINESS AND SOCIETY (1975); K. DAVIS &

R.

BLOMSTROm, BUSINESS AND SocIErY: ENVIRONMENT AND RESPONSIBILITY

(1975). An interesting

collection of lectures given at Columbia University in 1972-73 is available in MANAGING THE
SOCIALLY RESPONSIBLE CORPORATION (M. Anshen ed. 1974). An annual, annotated list of corporate responses to current social problems is published in BANK OF AMERICA (SAN FRANCISCO),
BIBLIOGRAPHY: CORPORATE RESPONSIBILrEY FOR SOCIAL PROBLEMS.
1
28. A wealth of commentary is available on this subject. For an overview of some of the
more interesting opinions, see P. DRUCKER,THE ACE OF DIScoNTINurrY 205-07 (1968); Chisum,
Napalm, Proxy Propsals,and the SEC, 12 ARi. L. REv. 463 (1971); Heatherington, Fact and
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out being confused with the separate, although related, subject of ensuring
ethical individual conduct by business managers.
I. STRUCTURE AND APPROACH

Before the substance or content of a code of business ethics can be considered, the general structure or approach to be used must be analyzed. The
following sections consider two basic questions concerning code structure: first,
whether the code should be essentially affirmative or negative in approach; and
second, whether the code should be based primarily upon disclosure or regulation.
A. Code Structure:Affirmative or Negative
As Harvard Business School Dean Robert W. Austin pointed out in 1961, a
negative code of ethics poses a number of problems.3° First, prohibitive codes
are generally collections of "thou shalt nots" that tend to be psychologically
unsound for the corporate manager and create suspicion in the eyes of the
public. As Dean Austin noted, "'Thou shalt nots' imposed from above do not
Legal Theory: Shareholders, Managers, and Corporate Social Responsibility, 21

STAN.

L.

REV.

248 (1969); Hecht, Responsibility for Use of Corporate Resources to Help Solve Social Problers-A
Corporate Officer's View, 27 Bus. LAW. 173 (1971); Hershman, Heyman, Simmons &

Sommer, Symposium on Changes in Corporate Laws to Facilitate Corporate Responsibility to
Consumer and Conservationist Demands, 27 Bus. LAW. 223 (1971); Manne, Shareholder Social
Proposals Viewed by an Opponent, 24 STAN. L. REV. 481 (1972); Manne, The Myth of Corporate Responsibility - Or -Will
the Real Ralph Nader Please Stand Up, 26 Bus. LAW. 533
(1970); Schwartz, Towards New Corporate Coals: Co-Existence with Society, 60 GEORGETOWN
L.J. 57 (1971); Weiner, The Berle-Dodd Dialogue on the Concept of the Corporation,64 COL.
L. REV. 1458 (1964). Also, see the sources mentioned in note 27 supra.
29. The Committee on Social Measurement of the AICPA has recently completed a
lengthy study on how management can measure a company's efforts to meet its obligations
to society. The work asserts that all business actions have both economic and social effects
and that a better picture of a company's total performance is produced when financial results
are accompanied by social performance information. AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS, THE MEASUREMENT OF CORPORATE SOCIAL PERFORMANCE (1977).

30. Austin, supra note 24. A code based upon general affirmative principles is essentially
founded on what Professor Lon Fuller called "the morality of aspiration." As Fuller explained: "The morality of aspiration . . . is the morality of the Good Life, of excellence, of
the fullest realization of human powers. In a morality of aspiration there may be overtones
of a notion approaching that of duty. But these overtones are usually muted, as they are in
Plato and Aristotle. . . . Generally with the Greeks instead of ideas of right and wrong, of
moral claim and moral duty, we have rather the conception of proper and fitting conduct,
conduct such as beseems a human being functioning at his best." L. FULLER, The Morality
of the Law 5 (1964).
On the other hand, a code based upon specific requirements and demands, usually negative but perhaps positive, is related to Fuller's "morality of duty": "Where the morality of
aspiration starts at the top of human achievement, the morality of duty starts at the bottom.
It lays down the basic rules without which an ordered society is impossible or without which
an ordered society directed toward specific goals must fail of its own mark. . . . It speaks in
terms of 'thou shalt not,' and, less frequently, of 'thou shalt.' It does not condemn men for
failing to embrace opportunities for the fullest realization of their powers. Instead, it condemns them for failing to respect the basic requirements of social living." Id. at 5-6, See note
202 infra.
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enlist support." 31 Second, negative codes pose problems of interpretation at
the outset that cause the corporate manager to face a conflict of interest in
even determining whether the code governs specific conduct. Third, purely
negative codes tend to involve either loopholes or overkill: they fail to cover
specific problem areas, thereby leaving loopholes for improper conduct; or they
attempt to regulate virtually all conduct and thereby fall of their own weight. 82
Most of these problems relate to the fact that, on the most basic level, a
negative code provision - like a statute or regulation - is only as effective as
the regulators 33 or the regulated3 4 cause it to be. As our society readily demonstrates, support for the law varies, depending upon a variety of factors, including the public's perception of the "importance" of the law to a healthy, safe
society; the risks associated with breaking the law, such as injury, fine, or confinement; and the advantages associated with breaking the law.
The situation is similar in the context of business ethics. A business manager performs an internal "balancing" process35 each time he or she makes a
decision to pursue a given course of conduct. Ethics, like the law, involves few
black and white choices, and judgment is required. In determining whether the
ethics code applies, the manager often faces conflicting incentives and disincentives. 30 For example, corporate profits may have to be sacrificed if the code of
conduct is strictly followed. Simply put, the manager has a conflict of interests
at the outset in deciding whether the code is applicable to the specific event
and, if so, whether the contemplated conduct is proscribed. On one hand, the
officer's basic drive for improved corporate earnings spurs him to pursue any
conduct that is legal (or even possibly legal). On the other hand, the company's
code of ethics urges restraint from this "basic" business goal. Successful pursuit
of profits may result in future promotion, improved stock prices, and enhanced
corporate image; violation of the code of ethics, on the other hand, may yield
personal reprimand, demotion, and injury to the corporate reputation.
As case studies suggest,38 the manager is frequently unable to handle the
conflict of interest involved in this preliminary decision-making process. Al31. Austin, supra note 24, at 59.
32. Id. at 54, 57-59.
33. See Beran, supra note 2. "To enact a law and lack the will to enforce it is a fraud
upon the citizenry. For it is not the law, but what is permitted under the law, that becomes
the practice of the average citizen. If enforcing officers permit 60-mile-an-hour speed under
a 55-mile-an-hour limit, the actual speed will soon rise to 60. If illegal payments aren't
prosecuted, they become accepted as permissible, and soon almost everyone makes them." Id.
at 603.
34. "No code of ethics is stronger than the individual will to perform, and no word is
better than the conscience behind it.... There must be a personal willingness to behave according to the primary code of honor, which is as old as the first blink of understanding after
Genesis." Editorial: Business Ethics and the Individual, Dun's Rev., January, 1963, at 31
(emphasis original). See note 55 infra.
35. Austin, supranote 24, at 59.
36. Id. at 54, 59.
37. Id.

38. Id. at 54-56, 58-59; Randall, supra note 3, at 127-28; How Companies React to the
Ethics Crisis, supra note 14, at 79; Stiffer Rules for Business Ethics, Bus. WK., March 30, 1974,
at 87.
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though not intending blatantly to disregard the legal or ethical code, he may
simply decide that the desiied course of conduct is not really prohibited by the
code. The problem posed by this preliminary ethical conflict suggests that any
code should be as detailed and comprehensive as possible in order to minimize
the risk that an individual will judge erroneously that the code is not applicable39 Under this line of reasoning, the code should proscribe virtually
every conceivable inappropriate act, lest the officer rationalize that an action
that is not mentioned is acceptable. For the same reason, the code should avoid
generalities and broad ethical statements.
Although this approach may ensure ample fees for lawyers retained to draft
a code, it poses some serious problems. First, as our extensive system of federal,
state, and local laws demonstrates, it is extremely difficult to proscribe all of the
evil activities the human mind can conceive. Second, the idea that a code of
ethics must itself be a multi-volume treatise of "Thou shalt nots" seems inconsistent with the public's demand for higher standards of ethical conduct in
business and government. ]If such a treatise is necessary - in order to preclude
improper rationalizations that a more general code is not applicable - have we
really driven to the heart of the matter and improved the ethics of the indi40
viduals involved?
Dean Austin suggested that the key to this problem might be found in the
term "professional managers. ' '4 In essence, Austin urged that businessmen and
women view themselves as "professionals." As he explained, "one who is a
member of a profession assumes affirmative obligations and duties beyond that
of simply practicing his profession. Another way to put this is that one who is
a member of a profession actually professes - that for the privilege of becoming
a member of that profession he assumes an affirmative obligation to society."4
Building upon this idea, Austin observed that all of the recognized professions have three basic characteristics in common:
1. The requirement that a member of the profession demonstrate an
acceptable standard of excellence ....
2. A code of conduct, produced by the profession and not imposed on it
by others, which each member affirms or professes that he will follow.
(The standard should be affirmative - "Thou shalt" in character
rather than "Thou shalt not.")
3. Recognition and assertion of the fact that each member of the profession will place the interests of society before his own personal in43

terests.

39. See Byron, supra note 23, at 1209-11. Father Byron argues that "(e)very new code of
business ethics will demonstrate how serious American business is about improving (the
ethical) climate. The specificity of each code will be a clue to the courage that produced it."
Id. at 1211.
40. See Editorial:Business Ethics and the Individual, supra note 34.
41. Austin, supra note 24, at 53, 59-60.

42. Id. at 60.
43. Id. "A distinguishing mark of a professional is his acceptance of responsibility to the
public. All true professions have therefore deemed it essential to promulgate codes of ethics

and to establish means for ensuring their observance." Id.

AMERICAN INSTITUTE OF CERTIFIEI

PUBLIc ACCOUNTANTS, RESTATEMENT OF THE CODE OF PROFESSIONAL ETHICS
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Dean Austin then proposed his own simple, affirmative code of ethics for
business managers:
1. The professional business manager affirms that he will place the interest of the business for which he works before his own private
interests.
2. The professional business manager affirms that he will place his duty
to society above his duty to his company and above his private interest.
3. The professional business manager affirms that he has a duty to reveal
the facts in any situation where (a) his private interests are involved
with those of his company or (b) where the interests of his company
are involved with those of the society in which it operates.
4. The professional business manager affirms that when business managers follow this code of conduct, the profit motive is the best incentive for
the development of a sound, expanding, and dynamic econ44
omy.

To Austin, this code was valuable for several reasons. First, it expressed the
desired course of conduct as affirmative goals, rather than negative prohibitions.
Second, it offered a simple statement of general concepts. Third, it dealt with
the conflict of interests question by way of disclosure rather than penalty. Consequently- and this seems to have been the key point insofar as Austin was
concerned - the code eliminated the manager's preliminary ethical conflict as
to whether the code precluded a given course of conduct. A manager considering whether to undertake a questionable activity presumably would be led by
the code "to go up the ladder to reveal the facts to the president of his company. Then more than one fallible man would have been involved in looking
at the external codes and at the company's and individual's positions with
respect thereto. When the facts were revealed to the president and he recognized the conflict ... it would have been his duty ...

to reveal, in turn, the

4
facts to his board of directors." 5
Although the simple, affirmative code promulgated by Austin offers many
advantages, it also has two deficiencies that may pose problems in actual
practice. In the first place, it assumes that a manager or employee has the legal
and business knowledge necessary to translate the code's general goals into
specific standards of conduct. In addition, the code assumes that the manager
will effectuate this translation objectively, without experiencing the preliminary
conflict of interest involved in determining the applicability of more specific,
negative codes.

cited as AICPA CODE]. "Acceptance of responsibility to the public and to clients is one of the
earmarks of a professional man." R. BERRYMAN, LEGAL LIABILrrY IN PuBLIC AccouNTINrG
PRACTICE 14 (1958).

Professor Morgan suggests that, although no concensus has been reached on the definition
of a profession, several important characteristics stand out: "I.Professional skills are intellectual and result from an extended period of training. 2. Professional skills are beyond assessment by a typical, differently educated client. S. Professional concerns transcend problems
of particular individuals." Morgan, The Evolving Concept of Professional Responsibility, 90
HARv. L. Rxv. 702, 704-05 (1977). See T. JOHNSONt PROFE$SIONS AND POWER 21-38 (1972).

44. Austin, supra note 24, at 60.
45.

Id. at 61.
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In the realities of corporate life, both of these assumptions are probably
invalid. Although the Austin code offers a sound, general creed, it does not cure
the problem of interpreting whether specific conduct is permitted. To be sure,
the code would ideally cause an officer to disclose even a potential conflict to
his or her superior so that a more objective assessment of the advisability of
the activity might be obtained. But the code would still permit the officer to
rationalize that disclosure of the questionable matter is not required. 46 In this
context, the preliminary conflict of interest remains: the officer may be reprimanded, demoted, or even terminated for even disclosing the potential problem
to his or her supervisor. On the other hand, the officer may be promoted or
otherwise enriched if the scheme is not disclosed but is successful. If the activity
fails, but is not noticed, and the preliminary disclosure under the Austin code
is not made, the officer is at worst in a neutral position.
The answer to the deficiencies in the Austin code may be a combination, or
multi-level, code. Under this approach, a general code of ethics would be
promulgated along the lines suggested by Dean Austin. This general statement
would then be supplemented by more specific provisions designed to provide
guidance in selected "problem" areas. 47 Detailed provisions would be used to
help the employee translate the generalities of the code into specific conduct
and avoid potentially incorrect decisions by the employee that the code does or
does not permit specific activities. 4 8 The detailed provisions would serve as
guideposts in a more comprehensive moral statement. However, no attempt
would be made to formulate a vast compilation of "Thou shalt nots" that
would encompass virtually all possible inappropriate activities. 49
This approach is not unlike that followed by the American Bar Association
in its Code of Professional Responsibility-6 (CPR) for lawyers. The preliminary
46. See Byron, supra note 23, at 1208; Rockefeller, supra note 14; How Companies React
to the Ethics Crisis, supra note 14, at 79.
47. This approach was apparently adopted recently by New York's Chase Manhattan
Bank, N.A. Chase Chairman David Rockefeller explained the difficulties and reasoning involved: "(D)eveloping a comprehensive corporate code of ethics is not an easy task. . . . It is
truly a difficult subject to pin down. On the one hand, moral generalities are too broad to be
meaningful. On the other hand, it is impossible to create a list of 'thou shalts' and 'thou
shalt nots' to cover every situation. Our attempt at the Chase was somewhere in between these
two extremes. We sought first to strengthen proper climate for ethical considerations within
the bank; and second, to provide a framework of practical guidance through concrete illustrations". Rockefeller, supra note 14.
48. "Difficulties repeatedly crop up when you try to be specific in these matters. That's
why so few realistic codes have been written. Every businessman knows that stealing another
man's property is wrong, but will all agree that a man's job, or the promotion to which he
clearly is entitled, constitutes property? As cases become more specific, the consensus weakens.
But it is precisely in the area of specific cases that businessmen seek the direction and protection of a code." Byron, supra note 23, at 1209.
49. "In considering the adoplion of a written code, it should be kept in mind that such
action may be construed as establishing maximum standards of conduct rather than minimum standards. Any such potential misconception could be dispelled by a specific disclaimer." Bankers' Code, supra note 17, at I.
50. AMIERICAN BAR ASSOCIATION, CODE OF PROFESSIONAL RESPONSIBILrrY (1971) [hereinafter
cited as ABA CODE]. The ABA Code has come under increasing attack on the grounds that it
is irrelevant, internally inconsistent, and overly protective of lawyers' own interests. See e.g.,
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statement to the ABA Code explains that the code consists of "three separate
but interrelated parts: Canons, Ethical Considerations, and Disciplinary Rules.
The Code is designed to be adopted by appropriate agencies both as an inspirational guide to the members of the profession and as a basis for disciplinary action when the conduct of a lawyer falls below the required minimum
standards stated in the Disciplinary Rules." 5' 1
The preliminary statement describes each of the three parts of the CPR as
follows:
The Canons are statements of axiomatic norms, expressing in general
terms the standards of professional conduct expected of lawyers in their
relationships with the public, with the legal system, and with the legal
profession. They embody the general concepts from which the Ethical
Considerations and the Disciplinary Rules are derived.
The Ethical Considerations are aspirational in character and represent the objectives toward which every member of the profession should
strive. They constitute a body of principles upon which the lawyer can
rely for guidance in many specific situations.
The Disciplinary Rules, unlike the Ethical Considerations, are mandatory in character. The Disciplinary Rules state the minimum level of
conduct below which no lawyer can fall without being subject to disciplinary action. Within the framework of fair trial, the Disciplinary
Rules should be uniformly applied5 to
all lawyers, regardless of the
2
nature of their professional activities.
A similar, although less complex, approach has been taken by the American
Institute of Certified Public Accountants 3 in developing ethical standards for
its members. The Institute's Concepts of Professional Ethics 54 serve as broad
J. AUERBACH, UNEQUAL

JUSTICE:

LAWYERS AND SOCIAL CHANGE IN MODERN AMERICA

9, 286-88

(1976); M. FREEDMAN, LAWYERS' ETHICS IN AN ADVERSARY SYSTEM (1975); VERDIMs ON
LAwYERs 49-50, 95-100 (R. Nader and M. Green eds. 1976); Morgan, supra note 43 (arguing
that the Code should be reformed to shift its emphasis to protect the interests of the public
and clients).
51. ABA CODE, supranote 50, at IC.
52. Id.
53. AICPA CODE, supra note 43.
54. The Concepts of Professional Ethics are based upon five affirmative "Ethical Principles":
Independence, integrity and objectivity. A certified public accountant should maintain

his integrity and objectivity and, when engaged in the practice of public accounting, be
independent of those he serves.
Competence and technical standards.A certified public accountant should observe the

profession's technical standards and strive continually to improve his competence and the
quality of his services.
Responsibilities to clients. A certified public accountant should be fair and candid with
his clients and serve them to the best of his ability, with professional concern for their
best interests, consistent with his responsibilities to the public.
Responsibilities to colleagues. A certified public accountant should conduct himself in
a manner which will promote cooperation and good relations among members of the
profession.
Other responsibilitiesand practices. A certified public accountant should conduct him-

self in a manner which will enhance the stature of the profession and its ability to serve
the public.
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affirmative guidelines that do not provide a basis for disciplinary action. These
principles constitute the philosophical foundation for a more detailed set of
enforceable prohibitions known as the Rules of Conduct. The Rules of Conduct set forth mandatory minimum levels of acceptable conduct. These rules
are supplemented by Interpretations that are published by the Institute's
Division of Professional Ethics.The Judicial Council of the American Medical Association has also adopted
a dual-level approach in its Principles of Medical Ethics. 5 7 Ten short pro-

visions and a preamble succinctly express the fundamental ethical concepts.5 8
Most of the principles are written in affirmative language. These short sections
are supplemented by explanatory paragraphs that set forth specific ethical
standards and proscriptions. 59 Although the AMA's ten fundamental concepts
are more detailed ethical statements than the ABA's nine "Canons," the explanatory paragraphs published by the AMA are similar in approach to the
"Ethical Considerations" used in the ABA Code of Professional Responsibility.
This multiple level approach seems equally applicable to a code of ethics
for business managers. Although the legal, accounting, and medical professions
are subject to criticism for their treatment of ethical problems, 60 the fact that
the codes for all three professions embody an essentially similar approach
deserves substantial weight, particularly in the context of Dean Austin's suggestion that the real answer to the business ethics question is for business
managers to consider themselves members of a profession.61 Moreover, the
fledgling business "profession" may have greater need for a multiple level code
of conduct than the more established legal, accounting, and medical professions. If Dean Austin is correct in stating that the essence of a profession is the
fact that its members have assumed affirmative obligations to society, then
these affirmative duties should be emphasized in the code of ethics of a group
striving to achieve professional status. At the same time, because they often
As the Code explains, these Ethical Principles are "intended as broad guidelines as
distinguished from enforceable Rules of Conduct. Even though they do not provide a basis
for disciplinary action, they consitute the philosophical foundation upon which the Rules of
Conduct are based. Id. at 1, 7.
55. "(T)he committee wishes to make clear that it approached its assignment with full
consciousness that a code, by itself, cannot produce ethical behavior. That comes from a
person's inherent character. As was said by Marcus Aurelius, 'A man should be upright; not
be kept upright.'" Id. at 4.
The preamble to the ABA Code expresses a similar view: The Code of Professional Responsibility points the way to the aspiring and provides standards by which to judge the
transgressor. Each lawyer must find within his own conscience the touchstone against which
to test the extent to which his actions should rise above minimum standards. But in the last
analysis it is the desire for the respect and confidence of the members of his profession and
of the society which he serves that should provide to a lawyer the incentive for the highest
possible degree of ethical conduct." Preamble to ABA CODE, supra note 50, at IC.

56. AICPA CODE, supra note 43, at 32-43.
57. AMERICAN MEDICAL AssOCIATION, PRINCIPLES OF MEDICAL ETHIcS IN OPINIONS AND REPORTS OF THE JUDICIAL COUNCIL (1971) [hereinafter cited as AMA CODE].

58.

Id. at VI-VIL.

59. Id. at 1-63.
60. See note 50 supra.
61.

Austin, supra note 24, at 53, 59-60.
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lack the educational background and previous professional recognition enjoyed by lawyers, accountants, and doctors, business managers may be in greater
need of the specific standards of conduct imposed by a detailed, and perhaps
negative, code of ethics.
B. Code Structure:Disclosure or Regulation

Another preliminary question is whether the code of ethics should regulate
specific actions or conflicts or whether it should merely require disclosure of
those matters. As in the above inquiry, a code that combines both disclosure
and regulation may be the most effective approach.
A code based on disclosure has a number of merits. First, by requiring disclosure to a superior officer or committee, it minimizes the initial conflict of
interest faced by the manager in attempting to determine whether the specific
conduct is or is not acceptable.6 2 As mentioned previously,63 the disclosure code
ideally causes the manager to present any questionable conduct to a disinterested superior for less biased analysis. Second, a disclosure code provides a
detailed "audit trail" for the company's internal or external auditors. 64 Managers are not merely required to meet certain conduct guidelines; they are
affirmatively required to disclose potentially sensitive matters. The firm's
auditors can then review the information and cross-check it against other data
that may or may not be available to the manager involved. Third, a code based
upon disclosure may well be more flexible than a code founded on blanket
prohibitions. Many areas of business ethics involve matters that may or may
not involve a serious ethical problem. If the code blindly prohibits all conduct
that could conceivably be improper, it may well tie the manager in knots. 65
An overly restrictive code seems likely to discourage highly-qualified individuals with diverse interests and talents from becoming corporate managers.
For them, the price to be paid in terms of restricted social and business relationships will simply outweigh the benefits offered by the job, particularly if the
harsh restrictions seem to serve little meaningful purpose.
Matters involving potential conflicts of interest offer a sound example. If a
full-time bank manager "moonlights" by offering a few hours of consulting,
tax, or accounting advice to a neighborhood dentist, the relationship may or
may not involve a conflict of interest or other unethical conduct. If the dentist
banks elsewhere and has no personal or business relationship with the manager's bank employer, a conflict is not likely. (Moonlighting may cause the
manager to be overly tired and not perform properly, but this can be limited
by a code provision that deals directly with the matter.) On the other hand, if
the dentist and her firm owe the bank thousands of dollars, a conflict may well
exist, even if the loans are in good standing. A requirement prohibiting all
62. Id. at 59-60.
63. See text accompanying notes 44-45 supra.
64. Adequate controls and verification procedures are important safeguards for any business code of ethics. See Blumberg, supra note 13, at 7; Coopers & Lybrand, supra note 16;
Coopers &-Lybrand Newsletter, Companies Should Initiate Actions to Prevent Irregular Practices, Apr., 1977, Part H; How Companies React to the Ethics Crisis, supra note 14, at 79.
65. See L. DAvms & A. DAvms, supra note 19, at 5-6.
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outside relationships is possible, but severe. A provision prohibiting selected
outside relationships and requiring the disclosure of all other relationships
could meet the desired ethical standards without unduly restricting the employee.
Finally, the flexibility inherent in a disclosure approach effectively allows
the disclosure-based code to serve as a laboratory for the evolution of new
ethical standards. Whether the disclosure is made to the firm's audit committee or ultimately to the public, the merits and problems associated with a
questionable activity can be evaluated in light of then-evolving legal and moral
standards. 66 As a result, the committee or the public should be better able to
make an informed judgment as to whether the activity should be accepted,
informally censured, or formally restricted by a new law or code provision.67
As other activities are evaluated, and as concepts of morality change over time,
the reaction to a given disclosure may also change and, in the process, new
ethical standards will evolve.
Although the context is somewhat different, the concept of relying upon
disclosure rather than absolute prohibition is reflected in our federal securities
laws. Unlike many state "blue sky" laws68 the federal securities acts, particularly the 1933 Act,6 9 emphasize full and complete disclosure rather than
regulation of substantive conduct.70 The policy behind the disclosure approach
is not unlike that behind the third point mentioned above in support of a
66. The flexibility involved in a disclosure-based code may itself be a disadvantage in
some situations. If the code does not clearly specify the standards to be followed, or the reaction that can be expected in the event of violation, it may not provide adequate guidance
to the employee or to the company committee charged with administering the code. As in
the case of overly broad or vague laws, an overly vague code based upon disclosure may lead
to selective or arbitrary enforcement. Although the constitutional principles involved may not
be applicable to employment relationships in a private company, the policies behind those
principles should not be overlooked. Selective and arbitrary enforcement can cause an overpowering uncertainty and chilling effect that stifles performance, productivity, and career
development. Given a choice, it seems likely that a thinking employee will not long tolerate
a working or professional environment that includes such features.
67. One of the more sensitive questions in this area is whether a committee decision on a
debatable point (for example, a "grey area" conflict of interest presented to the committee)
should be made prospective only. See also U.S. CONST. art. 1, §10, cl. I. In some situations, the
matter may be serious enough to require application of the committee's conclusion and any
corresponding sanction to the employee whose conduct first caused committee consideration
of the matter. In other situations, the employee may merely be counseled about the matter
(for example, asked to break the conflicting relationship at the earliest practicable date) with
no sanction being imposed unless the employee fails to heed the committee's advice. At the
same time, the committee may adopt a new rule of conduct on the matter for prospective
application. To some extent, the due process type problems involved in applying a "grey
area" decision to a given case sub judice can be minimized if the code requires prior disclosure and prior approval. If the questionable matter is disclosed in advance and disapproved, the disapproval need not involve sanctions so long as the employee follows the
committee's advice.
68. For an analysis of the various types of state blue sky laws, see L. Loss & E. CowErr,
BLUE SKY LAW (1958); Armstrong, The Blue Sky Laws, 44 VA. L. Ray. 713 (1958). See also
Cowett, Federal-StateRelationshifs in Securities Regulation, 28 GEo. WASH. L. REv. 287 (1959).
69. Securities Act of 1933, 15 U.S.C. §§77a-aa. (Supp. V 1975).
70. L. Loss, SECURrrlsaS REGULATION 127 (2d ed. 1961).
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disclosure-based code of ethics. In President Roosevelt's message to Congress on
the legislation 7' that was to become the 1933 Act, he observed:
There is . . . an obligation to insist that every issue
of new securities.., be accompanied by full publicity and information, and that no
essentially important buying element attending the issue .

. .

be con-

cealed from the buying public.
The purpose of the legislation I suggest is to protect the public with
the least possible interference to honest business.72
Similarly, the purpose of a code of ethics based on disclosure is to "protect the
73
public with the least possible interference" to honest business managers.
Despite these benefits, an ethics code based upon disclosure has at least two
serious shortcomings. First, some types of conduct are so undesirable that outright prohibition may be the only prudent approach. Conduct that is clearly
illegal, but still incorporated into the code's provisions, offers one example.
Conduct that could be highly embarrassing to the corporation, even though not
illegal, would also fall into this category. For example, a code provision requiring disclosure to the audit committee of all political bribes might be
sensible. But the code's failure to prohibit such practices absolutely could be
viewed by the public and by a corporate manager as an invitation for abuse.
Second, a code based purely on disclosure may not be effective in controlling
questionable conduct. Disclosure alone may not be enough. A system for review, judgment, and the imposition of sanctions may also be necessary.7 4 This
71. For good general discussions of the background of our current federal securities laws
and the conficting philosophies behind the 1933-34 legislation, see id. at 3-128; James, The
Securities Act of 1933, 32 MIcH. L. REv. 624 (1934). Specific philosophies are set forth in
Meeker, Preventive v. Punitive Securities Laws, 26 COLUM. L. REv. 318 (1926); Steig, What
Can the Regulatory Securities Act Accomplish?, 31 MICH. L. REv. 775 (1933); Thompson,
Regulation of the Sale of Securities in Interstate Commerce, 9 A.B.A. J. 157 (1923); Washburn,
Control of Securities Selling, 31 MIcH. L. Rev. 768 (1933). For an interesting history of the
drafting and passage of the 1933 Act, see Landis, The Legislative History of the Securities
Act of 1933, 28 GEo. WASH. L. Rav. 29 (1959).

72. Address by President Franklin D. Roosevelt in S. Rep. No. 47, 73rd Cong., 1st Sess.
6-7 (1933), H.R. Rep. No. 85, 73rd Cong., 1st Sess. 1-2 (1933). Much of the philosophical
basis for our disclosure-oriented securities laws can be traced to Mr. Justice Brandeis. Loss,
supra note 70, at 123. Brandeis argued that disclosure and publicity were the most effective
remedies for a variety of social and industrial diseases: "Sunlight is said to be the best of
disinfectants; electric light the most efficient policeman." L. BRANDEIS, OTHER PaorMS' MoNEY
c.5 (1914). Mr. Justice Frankfurter also argued for this approach to business regulation.
Tugwell, The Progressive Orthodoxy of Franklin D. Roosevelt, 64 ET-ncs 1, 16 (1953). In

contrast, Mr. Justice Douglas, Mr. Justice Brandeis' successor on the Court, criticized the
1933 Act, arguing that the glaring light of publicity is not enough. Douglas, Protecting the
Investor, 43 YALEL.J. 171 (1934). Professor Loss notes that, from a practical standpoint, the
1933 Act is based upon a combination of disclosure and stringent civil liability. Loss, supra
note 70, at 125.
73. Address by President Franklin Roosevelt, supra note 72.
74. The national accounting firm of Coopers & Lybrand suggests that a conflict of interests program might include: (a) code regulation of substantive areas where conflicts might
occur; (b) mandatory disclosure by key personnel, through written questionnaires, of
pertinent outside relationships; (c) instruction of employees with regard to company
policies; (d) provision for continuous surveillance; and (e) provision for enforcement.
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quasi-judicial process requires the use of standards7 5 which, in the final analysis,
may change the primary focus of the code from disclosure to regulation.
The importance of this second problem should not be overlooked. For disclosure to have any significant effect on improper conduct - other than the
usual "chilling effect" 76 implicit in any disclosure scheme - some mechanism
for reaction and, indeed, judgment must be included. Correspondingly, for
reaction or judgment to occur, some measure or standard must be available
against which to "test" the publicized conduct. And some entity or group must,
in effect, serve as judge and jury.
In a securities law system based upon public disclosure, the standard is
essentially provided by the public, 7 7 who reviews the information in light of
current moral, legal, and investment standards and judges accordingly. For
example, if the existence of a corporate slush fund is properly and timely disclosed to the public in a proxy statement or Form 10-K, present and potential
investors are able to consider this fact in the context of prevailing moral and
legal standards and make relevant investment decisions as a result. s
In a business ethics system based upon disclosure, the standard for at least
some types of conduct must come from within the corporation itself. For example, if a middle-level manager has an outside relationship that poses a
potential conflict of interest, the facts are more likely to be disclosed to the
firm's audit or conflicts committee than to the public. The potential conflict is
then judged by the committee in light of its interpretation of the company's
code of ethics. Depending on the seriousness of the matter, the same facts may
or may not have to be disclosed at a "higher level" or to the public.
In both situations, the disclosure is judged by the application of relevant
standards, resulting in an assessment of the disclosed conduct and, in turn,
some type of feedback in the form of reaction, approval, sanction, or penalty.
Consequently, even if the business code of ethics emphasizes disclosure, it
Coopers & Lybrand, supra note 16, at 22. For information concerning internal control procedures that may be useful in the conflicts of interest context, see AMERIcAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS, STATEMENT ON AUDITING STANDARDS No. 6 (1976).
75. "Consideration should be given to the development of clear standards against which
the conduct of both management and non-management personnel can be easily evaluated."
Coopers & Lybrand, supra note 16, at 23.
76.

See A. ROSENTHAL, FEDERAL REGULATION OF CAMPAIGN FINANCE: SOME CONSTITUTIONAL

QUESTIONS 48-49 (Citizens Research Study No. 18, 1972); Rosenthal, Campaign Financing and
the Constitution, 9 HARV.J. LEGis. 407-410 (1972).
77. The power of publicity and public opinion should not be underestimated. Fred
Allen reports that most businessmen responding to his 1975 survey on corporate bribery felt
that publicity would be more effective than legislation in curbing the criticized payments.
Address by F. Allen before the American Chamber of Commerce in Zurich, Switzerland (Oct.
16, 1975), reprinted in BUSINESS INTERNATIONAL, supra note 19, at 63-64.
78. The Securities and Exchange Commission may well require future disclosure, in
proxy solicitations made pursuant to Regulation 14A, of whether or not the issuer has
adopted any formal policy regarding questionable payments and similar activities. The
question is whether this disclosure will be required from all such issuers or merely from
those that are also required to disclose facts concerning some particular questionable or
illegal payment or transaction. See Securities Exchange Act Release No. 13185 (Jan. 19, 1977),
42 Fed. Reg. 4854, 4859-60 (1977).
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seems likely that standards and some system for feedback and judgment must
also be included.79 In situations in which the code (independently or as required by law) mandates public disclosure, the ethical standards and judgment
may well be provided by the public, including the firm's shareholders. If public
disclosure is not mandated, however, the relevant ethical standards and the
judgment vehicle must be supplied by the company or its code of conduct,
since no other source would be available.
Given the advantages and disadvantages of the disclosure approach, a code
based upon a combination of disclosure and regulation may be the best approach. Under this type of code, certain categories of serious conduct would be
totally prohibited, such as activities that are clearly illegal or improper and
also likely to result in significantly adverse public, company, or regulatory
reaction. At the same time, an "annual audit" disclosure form s ° would still
require internal disclosure of any such conduct.
Conduct that is less clearly improper would also be regulated, but on a
more selective basis, with standards or disclosure requirements being established for as many grey areas as possible. If specific standards seem inappropriate or impractical in some circumstances, general affirmative ethical guidelines
would nevertheless be promulgated to guide both the manager's conduct and
the enforcer's subsequent judgment. If discretion or judgment is involved in
interpreting the advisability of individual actions, specific disclosure of any
potentially improper or questionable activity would be required. To minimize
the imposition of sanctions in uncertain areas, prior approval and review
would be encouraged wherever possible.
As to actions less likely to involve potentially serious improprieties or
significantly adverse reaction, the disclosure requirements would be relaxed
accordingly. At this level, periodic reports containing general financial and
related party information should be sufficient to allow the responsible auditors
to crosscheck for a multitude of sins."' Ideally, this level of disclosure should
cause the least possible inconvenience and embarrassment to the manager
while still being consistent with good auditing standards. To ensure that
competent managers are not driven out of the company by overly severe and
unnecessary prohibitions, particular care should be taken at this level to avoid
blanket restrictions. Fairness also demands that enforcement at this level be
79. Coopers & Lybrand, supra note 16, at 22.
80. See id. The Comptroller of the Currency has adopted a periodic "Statement of
Interest" disclosure form for directors of national banks. 12 C.F.R. §23.1 (1977).
81. In 1976, the Federal Deposit Insurance Corporation (FDIC) adopted extensive regulations designed to curb bank abuses arising out of the dealings of insiders. Rather than
prohibiting all insider transactions, the FDIC focused on establishing internal bank procedures designed to minimize the potential for abuse that is inherent in a conflict of interest
situation. The primary emphasis is on strengthening disclosure, both in the bank's board of
directors and to the federal bank examiners. Because of the multitiered structure of federal
bank regulation, the FDIC regulations apply only to FDIC-insured, state-chartered commercial banks that are not members of the Federal Reserve System. 12 C.F.R. §337.3 (1977).
Although the approach taken is different and somewhat less extensive, the Comptroller of
the Currency has also adopted a disclosure system to enable national bank examiners to review the outside business interests of national bank directors and principal officers. 12 C.F.R.
§23.1 (1977).
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flexible and realistic. If the standards are less clear and the consequences less
serious, the sanctions should also be less severe, particularly if good faith is
involved on the part of the employee.
II.

CONTENT AND SUBSTANCE

A. The Basic Question
Perhaps the most difficult issue in developing a code of ethics is determining
how far it should go.82
In the area of business ethics, two extremes are possible. The code of ethics
might simply be a summary of the more important laws affecting the business,
coupled perhaps with a general pledge to obey those laws. With this approach,
the code of conduct would bear substantial resemblance to a hornbook or
treatise on business law. Alternatively, the code could go considerably beyond
existing law and serve as an innovative statement of social ethics. At this extreme, the code might well include provisions that displace the current primacy
of the profit motive with a new goal of community responsibility.
The first approach is relatively easy to reject. Almost by definition, a "code
of ethics" would seem to involve more than the mere regurgitation of laws,
rules, and regulations that affect the business involved. 83 Although the relationship of law and ethics can hardly be denied,8 4 any suggestion that contemporary
standards of law and ethics are coterminous is probably short-sighted.85 If the
code does not go beyond a compilation of existing laws, it should be labeled
what it is - a summary of relevant statutes - and should not masquerade as a
code of ethics.86
This view was admirably expressed in the important Code of Worldwide
Business Conduct issued by the Caterpillar Tractor Co. in 1974. 8 The introductory paragraph of the "Business Ethics" section of that code states, "[t]he
82. See, e.g., Greene, supra note 22, at 25; Rockefeller, supra note 14; Stiffer Rules for
Business Ethics, supra note 38.
83. The concept of the law as a "floor" is not new. Drinker's well-known work on legal
ethics admonishes: "Nor can [the lawyer] prove himself thus deserving of the confidence of
the community . . . merely by observing scrupulously the letter of the law. He must be
recognized as one of those exponents of true civilization who, by their lives, continually
render 'Obedience to the Unenforceable'." H. DRINKER, LEGAL ETHICS 4 (1953). See Stone, The
Public Influence of the Bar, 48 HARV. L. REv. 1, 13 (1934); Banks Urged to Surpass Law's
EthicalDemands, Amer. Banker, Nov. 9, 1977, at 8, col. 3.
84. See notes 175-190 infra and accompanying text.
85. "[Olur search for the true merchant ethic must carry us beyond the law, into the
realm of personal attitudes, particularly as they bear upon that twilight zone of conduct
which Mr. Owen D. Young has called the penumbra between the clear light of wrong doing
and the clear light of right doing." Teare, supra note 1, at 228. "[1]t is needful that we look
beyond the club of the policeman as a civilizing agency to the sanctions of professional
standards which condemn the doing of what the law has not yet forbidden." Stone, supra
note 83.
86. "The duty to be a law-abiding citizen would not generally be classified as a principle
of legal ethics, although a lawyer may be disbarred for violating statutes relative thereto."
Drinker, supra note 83, at 22.
87. The Caterpillar Tractor Co., Code of Worldwide Business Conduct (197,4) reprinted
in BUsINEsS INTERNATIONAL, supra note 19, at 43-46 [hereinafter cited as Caterpillar Code].
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law is a floor. Ethical business conduct should normally exist at a level well
88
above the minimum required by law."
But if the code of ethics is to go beyond the existing state of the law, the
question remains how far it should and can go and still be effective. Looking to the extreme, any code of ethics that incorporates radically new
concepts of economics or corporate and social responsibility is unlikely to
have any immediate impact on the so-called moral crisis in business. The very
breadth and importance of the more radical proposals in this area make it
doubtful that any consensus will be gained in the near future on the proper
changes, if any, that should be made in our basic business institutionsP To
delay implementation of a more enlightened code of ethics designed to guide
the activities of individual business managers until these more far-reaching
questions can be answered would be an evasion of responsibility. Regardless
of whether more radical changes in our social and economic structure prove to
be advisable, important efforts can and should be made in the meantime toward
improving the standards for individual business conduct.
Perhaps more importantly, a radical code of business ethics stands little
practical chance of being adopted and implemented at the present time. Regardless of the idealism or good intentions that may be involved in drafting a
more expansive document, a proposed code of business ethics will be successful
only if it is adopted and seriously supported by our nation's business leaders. As suggested by decades of recurrent business corruption, the mere
adoption of a code of ethics is not enough; the code must be supported and
adhered to by top management and affirmatively impressed upon the entire
business organization. 90 As idealistic as a code may appear, it will have little
value unless effectively implemented. In the reality of our contemporary business environment, any code of ethics designed to have immediate social impact
must be generally compatible with existing business and economic principles. 91
Once a decision is reached that the code should not embrace either extreme,
the question still remains where the pointer should fall inside the more moderate area of the moral spectrum. This question is made more difficult by the
fact that, almost by definition, ethics are not susceptible to being measured or
established by mathematical formulae or other quantifiable factors.92 Because
ethics and morality are, in essence, a reflection or embodiment of the views
and value judgments of the community involved, they fluctuate depending
88. Id. at 45.
89. See notes 25, 27-28 supra.
90. See note 23 supra.
91. See, e.g., Austin, supra note 24, at 60; Beran, supra note 2, at 607. This view need
not exclude evolving concepts of enlightened self-interest and social responsibility: "Today
there is a growing realization that management is not doing the job it should for the stockholders simply by earning as large a profit as it can this year, unless at the same time it is
helping to shape an environment in which business can continue earning a profit four or
five or ten years from now." Address by David Rockefeller in N.Y. Times, Jan. 17, 1968, at
42, col. 2. Compare M. FIEDMAN, CAPrrALIS AND FRE DOm 133 (1962) with Friedman, The
Social Responsibility of Business is to Increase its Profits, N.Y. Times, Sept. 13, 1970, §6
(Magazine), at 32. See Manne, The Myth of CorporateResponsibility, supra note 28, at 536-37.

92. See note 22 supra.
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upon a variety of factors, including the time period and the subgroup or
culture involved in the formulation.93
Despite the difficulties involved in determining the content of a business
code of ethics, a number of guidelines and sources are available to assist in the
formulation. The drafter must recognize at the outset, however, that any code
of ethics must be essentially subjective. 9 4 Regardless of any desire to design a
clear-cut test or discover the true "answer," judgment must be used. The goal
should be to develop a sourcebook of relevant factors for the drafter to consider in applying this judgment.
The following pages consider several legal, ethical, and theoretical standards
that offer substantive guidance to the drafter of a code of business ethics. The
guidelines range from a review of potentially applicable existing legal principles to a brief analysis of the legislative implications of the relationship
between morality and the law.
B. Con tent: ExistingLaw as a Source
Although the code should go beyond the law,95 the basic framework for
ethical standards can be found in existing legal concepts.96 Fiduciary and
equitable principles offer the most useful guidance, while precepts from
securities, corporations, and agency law are also helpful.
Professor Stanley Kaplan has compiled an interesting catalogue of the
legal responsibilities of corporate management. His list of fiduciary and nonfiduciary obligations, which he admits may be "overlapping and repetitive,"
includes the following areas:
(a) duty to be competent; (b) duty to be reasonably informed; (c)
duty to provide adequate supervision; (d) duty to disclose conflicts of
interest; (e) duty to reveal to the corporation information material to its
operation; (f) duty to avoid intentional misconduct; (g) duty to avoid
negligent misconduct; (ht) duty to act primarily for the benefit of the
corporation; (i) duty to be fair in all dealings that involve the corporation; (j) duty to refrain from competing with the corporation; (k) duty
to avoid seizure of corporate opportunities; (1) duty to be loyal, and
honest and to act in good faith; (m) duty to devote reasonable time and
effort to the performance of directional duties; (n) duty to keep abreast

93. PROBLEMS OF ETHICS 1 (R. Dewey, F. Gramlich & D. Loftsgordon eds. 1961).
94. See Teare, supra note 1, at 228; Greene, supra note 22; How Companies React to the
Business Crisis, supra note 14, at 79.
95. See notes 83, 85-86 supra.
96. That the law should reflect changing conceptions of public morality is far from
surprising. "[T]he center of gravity of legal development lies not in legislation, nor in juristic

science, nor in judicial decision, but in society itself." E. EHRLICH, FUNDAMENTAL PRINCIPLES
OF THE SOCIOLOGY OF THE LAW XV (1936). "It is in the law, however, that men have wrought

their most detailed concepts of human justice, and, regardless of its admitted limitations ...
we can by no means ignore such a rich deposit of the practical wisdom of the race. The law
of sales, of contracts, of bailmenU,, of common carriers, of torts, of bankruptcy, and the like,
treat in most intimate fashion a vast array of practical problems involved in the ethics of the
merchant." Teare, supra note 1, at 225.
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of the financial status of the corporation; (o) duty to investigate suspicious circumstances in the affairs of the corporation.97
Although this article does not purport to be a treatise on corporate law,

outlined below are some of the more basic aspects of the primary legal responsibilities of corporate managers. This brief review is designed to serve

only one purpose: to offer for the drafter's consideration possible substantive
matters that might be covered by a code of ethics. 98 The intricacies of each of
these principles have been the subject of numerous books and articles. Here,

however, the exceptions and the varying judicial interpretations have been
purposefully omitted in order to focus on the most basic legal regulation im-

posed on the conduct of business managers.
1. CorporateFiduciaryDuties
Under general corporate law, directors and officers owe various fiduciary
duties to the corporation and its shareholders9 9 Although these fiduciary duties
can be analyzed separately, in essence they are all concerned with the requirements of good faith and fair dealing. Regardless of the words used to describe
the trust,100 directors and officers are generally treated by courts as fiduciaries
of the corporation they serve. 10 1 As suggested elsewhere, 102 breach of a fiduciary
duty usually precludes application of the "business judgment" rule.
a. Loyalty-Competition with Corporation
Because of their fiduciary relationship to the corporation, directors and
officers'have a duty of loyalty that, among other things, prohibits or restricts
them from competing with the company.10 s Professor Henn notes that the
97. Kaplan, Fiduciary Responsibility in the Management of the Corporation, 31 Bus.
LAw. 883, 887-88 (1976). For less academic discussions of the responsibilities of directors alid
officers, see J. NASH, CORPORATE DREc'ToR's GUmE (1976); Subcommittee on Functions and
Responsibilities of Directors, Corporate Director's Guidebook, 32 Bus. LAw. 5 (1976) [hereinafter cited as Corporate Director's Guidebook]. See also Jacobs, Business Ethics and the Law:
Obligations of a Corporate Executive, 28 Bus. LAw. 1063 (1973); What Every Director Should
Know, Dun's Review, October, 1975, at 54; Dos and Don'ts for Board Members, Nation's
Business, December, 1973, at 39.
98. In surveying the existing body of law for subject matter guidance in drafting the
code, the drafter should carefully avoid becoming bogged down in the plethora of defenses,
exceptions, and procedural niceties that may cloud the overriding ethical precepts involved.
Likewise, the drafter should avoid concentrating on a single course of reasoning within any
given subject area. See Jacobs, supra note 97, at 1066-67. The key should be to distill the
basic ethical standards in the law and place them in the context of current business practices.
99. H. HENN, LAW OF CORPORATIONS, §235 (2d ed. 1970).
100. For an interesting discussion of the corporate fiduciary under Florida law, see 2
M. GORDON, FLORIA CORPORATIONS IMANUAL §21.03 (rev. ed. 1977).
101. H. HENN, supra note 99; THE FLoRI.A. BAR, FLORIDA BAsIc CORPORATE PRACTICE §8.4
(1977) [hereinafter cited as FLORIDA BASIC PRAcTicE].
102. See notes 130-132 infra, and accompanying text.
103. H. HENN, supra note 99, §236. See generally Newman, Formation of a Competing
Enterprise by CorporateFiduciary, 3 Hous. L. Rxv. 221 (1965); Ramsey, Director'sPower to
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general rule is that "directors and officers, especially directors, may engage in
independent business, but if such business competes with the business of the
corporation equitable limitations apply." 10 4 Henn observes further:
The fiduciary may not, for example, use his corporate position to
prevent the corporation from competing with himself; use corporate personnel, facilities, or funds for his own business; disclose trade secrets of
his corporation to others; lure away corporate business or personnel; or
reserve, unknown to the corporation, a commission on a corporate transaction. o-5

b. Corporate Opportunity Doctrine
Also based on the manager's duty of loyalty, the corporate opportunity
doctrine precludes officers and directors from diverting to their own use and
benefit opportunities that, from an equitable standpoint, belong to the corporation.10 6 Generally, the critical question in applying the doctrine is whether
Compete with His Corporation,18 IND. L. J. 293 (1943); Comment, "Corporate Opportunities"
Doctrine, 50 MICH. L. Rav. 471 (1952).
104. H. HENN, supra note 99, §236. The rule appears to be the same in Florida: "Corporate officers or directors are not precluded, because of the fiduciary nature of their position,
from entering into and engaging in another business enterprise similar to but separate from
the corporation if they act in good faith and refrain from interference with the business of the
corporation." Renpak, Inc. v. Oppenheimer, 104 So. 2d 642, 644 (Fla. 2d D.C.A. 1958). See
FLORIDA BASIC PRACTICE, supra note 101, at §8.13.
105. Id. The unfair competition and trade secrets cases are instructive in this area. For
an overview, see Duane Jones Co. v. Burke, 306 N.Y. 172, 117 N.E. 2d 237 (1954); 2 R. CA.LMAN, THE LAW OF UNFAIR COMPETITION, TRADEMARKS, AND MONOPOLIES,

§51.2(b) (3d ed. 1968);

Jacobs, supra note 97, at 1067-71; Note, Fiduciary Duty of Officers and Directors Not to
Compete with Corporation, 54 HARV. L. Rav. 1191 (1941); Note, Protection of Trade Secrets
in the Employer-Employee Relationship, 39 NOTRE DAME L. REv. 200 (1964). For employee
cases where ethical issues apparently affected the finding of a trade secret, see B. F. Goodrich
Co. v. Wohlgemuth, 117 Ohio App. 493, 192 N.E. 2d 99 (1963); Fairchild Engine & Airplane Co.
v. Cox, 50 N.Y.S. 2d 643 (Sup. Ct. 1944). Compare C-E-I-R, Inc. v. Computer Dynamics Corp.,
229 Md. 357, 181 A.2d 374 (1962); New England Overall Co. v. Woltman, 343 Mass. 108, 176
N.E.2d 185 (1961); Hyde Corp. v. Huffines, 158 Tex. 566, 314 S.W.2d 763 (1958), and Adolph
Gottscho, Inc. v. American Marking Corp., 35 N.J. Super. 333, 114 A.2d 19 (1954) with Adolph
Gottscho, Inc. v. Bell-Mark Corp., 79 N.J. Super. 156, 191 A.2d 67 (1963) and Spring Steels,
Inc. v. Molloy, 400 Pa. 354, 162 A.2d 370 (1960).
106. H. HENN, supra note 99, §237; FLORIDA BASIC PRAcTICE, supra note 101, §8.17. Perhaps
the classic case is Guth v. Loft, 5 A.2d 503 (Del. Sup. Ct. 1939). For an overview, see Carrington &,McElroy, The Doctrine of Corporate Opportunity as Applied to Officers, Directors and
Stockholders of Corporations, 14 Bus. LAW. 957 (1959); Jacobs, supra note 97, at 1071-75;
Slaughter, Corporate Opportunity Doctrine, 18 Sw. L.J. 96 (1964); Wadmond, Seizure of
Corporate Opportunity, 17 Bus. LAw. 63 (1961); Walker, Legal Handles Used to Open or
Close the Corporate Opportunity Door, 56 Nw. U.L. REv. 608 (1961); Note, Corporate Opportunity, 74 HARV. L. REv. 765 (1961); Note, Fiduciary Duty of Officers and DirectorsNot to
Compete with the Corporation,54 HARV. L. REv. 1191 (1941).
At least one commentator has observed that the corporate opportunity doctrine is
"nothing more than a convenient, but by no means exclusive, capsulization of basic legal
principles prohibiting conflicts of interest." Jacobs, supra note 97, at 1072. Jacobs suggests
that the more well-reasoned decisions in this area can be distilled into three tests: "First, did
the opportunity come to the executive because of his position, or regardless of how the ex-
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the opportunity is, in fairness, one for the corporation or one for the individual director or officer. 1 7 Although specific facts are critical to any decision
in this area, the basic approach seems to be that the opportunity will be
deemed to be for the corporation if it is one "which the corporation is
financially able to undertake, is, from its nature, in the line of the corporation's business and is of practical advantage to it, [and] is one in which the
corporation has an interest or a reasonable expectancy."1 08 Although the vote
of a majority of disinterested directors is probably required, rejection of the
opportunity by the board of directors, following full disclosure by the manager
involved, 09 is ordinarily sufficient to allow the manager to pursue the matter
personally."10
c. Conflicts of Interest
Also rooted in the manager's duty of loyalty, the modem law relating to
conflicts of interests"' generally rests on the dual concepts of disclosure and
fairness.112 A director or officer is not prohibited per se from entering into a
transaction with the corporation in which he or she has a personal stake, although the transaction may be subject to criticism or rescission if it fails to
meet certain tests.
Under the traditional view, the transaction was often voidable on the basis
of the conflicting interest alone. 1 3 The more modem approach, however, genecutive became aware of the opportunity, would a disinterested executive after full disclosure have viewed it as potentially favorable to the corporation and consistent with its
long-range business intentions? Second, has the defendant fiduciary satisfied a burden of
proving that the corporation, after full disclosure and without the influence of any per-

sonally interested executive, was unable or unwilling to pursue an opportunity which met
the first test? Third, if the opportunity was not barred to the fiduciary by the first and
second tests, would his participation in it otherwise maintain a conflict with the corporation's
interests?" Id. at 1072-73.
107. H. HENN, supra note 99, §237.
108. Guth v. Loft, Inc., 23 Del. Ch. 255, 5 A.2d 503 (Del. Sup. Ct. 1939). Florida follows
the Guth approach. See FLORIDA BAsIc PRACrIcE, supra note 101, at §8.17. As to the importance of the opportunity to the company, see Equity Corp. v. Milton, 43 Del. Ch. 160, 221
A.2d 494 (1966); Pan American Trading & Trapping v. Crown Paint, 99 So. 2d 705 (Fla. 1957).
109. See FLA. STAT. §608.124 (1977) (relating to disclosure of conflicts of interests).
110. See, e.g., Gaynor v. Buckley, 203 F. Supp. 620 (D. Ore. 1962), aff'd on other grounds,
318 F.2d 432 (9th Cir. 1963); Franco v. J. D. Streett & Co., 360 S.W.2d 597 (Mo. 1962); H. HENN,
supra note 99, §237.
111. St. Matthew's version of Christ's sermon on the mount contains one of the earlier
prohibitions against conflicts of interest: "No man can serve two masters: for either he will
hate the one, and love the other; or else he will hold to the one and despise the other."
Matthew 6:24. The same admonition appears in Luke 16:13.
112. Jacobs, supra note 97, at 1080.
113. H. HENN, supra note 99, §238. See, e.g., Munson v. Syracuse, Geneva & Coming R. R.,
103 N.Y. 58, 8 N.E. 355 (1886). In 1934, Mr. Justice Stone suggested that "when the history of
the financial era which has just drawn to a close comes to be written, most of its mistakes and
its major faults will be ascribed to the failure to observe the fiduciary principle, the precept
as old as holy writ, that 'a man cannot serve two masters'. More than a century ago equity
gave a hospitable reception to that principle and the common law was not slow to follow ....
" Stone, supra note 83, at 9.
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erally permits the transaction if it is fair and is approved by a majority of the
disinterested directors following full disclosure of all relevant facts."- Indeed,
under statutory provisions such as section 607.124, Florida Statutes, 115 it may
not be necessary to demonstrate the fairness of the transaction if the facts are
fully disclosed to the board and a majority of the disinterested directors vote
to approve the matter." 6 The Florida statute provides that no contract or
other transaction between a corporation and one or more of its directors shall
be void or voidable because of a conflict of interest if:
(a) The fact of such relationship or interest is disclosed or known to
the board of directors or committee which authorizes, approves, or
ratifies the contract or transaction by a vote or consent sufficient for the
purpose without counting the votes or consents of such interested directors;
(b) The fact of such relationship or interest is disclosed or known to
the shareholders entitled to vote and they authorize, approve, or ratify
such contract or transaction by vote or written consent; or
(c) The contract or transaction is fair and reasonable as to the corporation at the time it is authorized by the board, a committee, or the
shareholders."17
2. CorporateDuty of Care
In addition to the basic fiduciary duties,"" a corporate director or officer
114.

H. HENN, supra note 99, §238. For an overview of the evolving concepts, see REsTATE(SECOND) OF AGENCY §389 (1957); Prochnow, Conflict of Interest and the Corporate
Trustee, 22 Bus. LAW. 929 (1967); Wadmond, Conflicts of Business Interests, 17 Bus. LAW.
48 (1961); Note, Dealings Between Directors and Their Corporations- A Discussion of the
"Disinterested Quorum" Rule Under Present Statutory Limitations in Michigan, 34 U. DET.
L.J. 43 (1956); Note, Effect of a Provision in Articles of IncorporationPermitting the Counting of Interested Directors for Quorum Purpose, 52 MICH. L. Rv. 295 (1953).
The doctrine is not limited to direct conflicts of interest between an officer or director and
the corporation. It also covers conflicts between two corporations with interlocking directorates, for example, where at least one person serves as a director of both firms. FLORIDA
BASIC PRACTICE, supra note 101, §8.15; H. HENN, supra note 99, §238 n.l. See, e.g., Chelrob,
Inc. v. Barrett, 293 N.Y. 442, 57 N.E.2d 825 (1944). Various types of interlocking directorates are restricted or prohibited by the federal antitrust laws and banking laws. E.g., 12
U.S.C. §78; 15 U.S.C. §§19, 77 (jjj), 79q(c), 80a-10(c); 16 U.S.C. §825d(b) (1970).
So-called passive or latent conflicts are also covered by the doctrine. See, e.g., Craig v.
Graphic Arts Studio, Inc., 39 Del. Ch. 447; 166 A.2d 444 (1960) (individual became undisclosed 50% part owner of a competitive business while he was manager of his employer's
business); Jacobs, supra note 97, at 1079-80.
115. FLA. STAT. §607.124 (1977). Note that, at least on its face, the statute only applies to
directors. The basic fiduciary concepts of fairness and disclosure would nevertheless seem
applicable to officers. "The proper application of legal obligations should relate to a person's
function rather than title. A corporate fiduciary is one upon whom responsibility has been
placed and in whom trust is reposed for the conduct of the corporation's business." Jacobs,
supra note 97, at 1065. See note 120 infra.
MENT

116. See ALI-ABA MODEL Bus. CORP. Aar §41 (1969).
117. FLA. STAT. §607.124 (1977). See FLORIDA BASIC PRACTICE, supra note 101, §§8.12-8.13.
The "disinterested director" vote aspect is important in the context of a code of ethics, and
suggests that the company should ensure that some disinterested forum is available to judge
potential and actual conflicts involving various levels of officers and employees.
118. H. HENN, supra note 99, §233. See id. §§207 (directors), 223-27 (officers); FLORI. A BASIC

Published by UF Law Scholarship Repository, 1978

23

Florida Law Review, Vol. 30, Iss. 2 [1978], Art. 2
1978]

BUSINESS CODE OF ETHICS

also assumes a duty to exercise due care in company-related matters."1 9 The
Model Business Corporation Act and section 607.111(4), Florida Statutes, both
set out the legal standard as follows:
A director shall perform his duties as a director, including his duties
as a member of any committee of the board upon which he may serve, in
good faith, in a manner he reasonably believes to be in the best interests
of the corporation, and with such care as an ordinarily prudent
person
in a like position would use under similar circumstances. 120
Several aspects of this duty of care deserve consideration. First, the standard
imposed by the Model Act and the Florida statute is that of an ordinarily
prudent person "in a like position." This phrase recognizes that "the care"
under consideration is that which would be used by the "ordinarily prudent
person" if he were a director of the particular corporation.121
Second, the duty of care includes a duty of attention to the information
necessary for the director to make informed decisions. 22 Although this duty is

supra note 101, §§8.12-8.10. See generally W. Frrcam, PRIvATE CompoRAaioNs
§§1021-28 (rev. ed. 1965); W. SEAVEY, LAW OF AGENCY §§140 (agent's contractual duties), 145
(agent's duty not to disobey); 2 RSTATrEmENT (SECOND) AGENCY §383 (1957).

PRAcriCE,

119. Corporate Director'sGuidebook, supra note 97, at 14-18; H. HENN, supra note 99, at
§234.
120. FLA. STAT. §607.111(4); ALI-ABA MODEL BUS. Co"x. Aar §35 (1969). Although the
language refers only to directors, its principles are generally said to be applicable to officers
as well. See, e.g., FLORIDA BASic PRArcE, supra note 101, §8.4. However, the ABA Committee
on Corporate Laws published the following caution in its Comment on the 1974 amendments
to Section 35 of the Model Act: "The Committee considered the inclusion of officers in the
standard of care, but concluded that it was not appropriate in connection with a revision of
Section 35 to deal with those officers who were not also directors of the corporation. Although
a non-director officer may have a duty of care similar to that of a director as set forth in
Section 35, his ability to rely on information, reports or statements may, depending on the
circumstances of the particular case, be more limited than in the case of a director in view
of the greater obligation he may have to be familiar with the affairs of the corporation."
American Bar Association Committee on Corporate Laws, Comment on Amendments to
Section 35 of Model Business Corporations Act, (1974) reprinted in Corporate Director's
Guidebook, supra note 97, at 42, 44 [hereinafter cited as Section 35 Comments].
The Florida statute codified principles previously established by Florida judicial decisions.
See Schein v. Caesar's World, 491 F.2d 17 (5th Cir. 1974); Corr v. Leisey, 138 So.2d 795 (Fla.
2d D.C.A. 1962); Orlando Orange Groves Co. v. Hale, 119 Fla. 159, 161 So. 284 (1935). Cf.
Yarnall Ware. & Tr., Inc. v. Three Ivory Bros. Mov. Co., 226 So.2d 887 (Fla. 2d D.C.A. 1969);
Citizens Nat'l Bank v. Peters, 175 So.2d 54 (Fla. 2d D.C.A. 1965).
121. Section 35 Comments, supra note 120. Note that the Florida statute uses the words
"as an ordinarily prudent person in a like position would use under similar circumstances."
Professor Michael W. Gordon of the University of Florida College of Law compares this language to the former language of the Pennsylvania statute, which stated "which ordinarily
prudent men would exercise under similar circumstances in their personal business affairs."
13 PA. STAT. ANN. Tit. 8, §1408 (1967). Gordon suggests the former Pennsylvania language is
more harsh in that it emphasizes personal business affairs rather than "a like position."
Gordon, supra note 100, §21.02.
122. Corporate Director's Guidebook, supra note 97, at 15-16. FLORIDA BASIC PFeACrIC,
jupra note 101, §8.4.
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implicit in the standard of care imposed by section 35 of the Model Act, 12 3
today it is more frequently invoked in the context of federal securities law.12
Third, because the board of directors must effectively delegate responsibility for the day-to-day running of the business to the firm's officers and managers,
both the Model Code

25

and the Florida statute1 2 -6 permit a director to rely

upon certain information supplied to him by the company's officers, accountants, lawyers, and other board committees. 127
Finally, although the doctrine is not codified, the judicially-created "business judgment rule" 28 effectively modifies the duty of care imposed on directors
and officers by the relevant corporations code. 129 The ABA-sponsored Corporate

Director's Guidebook summarizes this doctrine as follows:

123. CorporateDirector'sGuidebook, supra note 97, at 15-16.
124. See notes 156-171 infra and accompanying text. Although the distinction is more
likely to be helpful in applying a code of ethics than in drafting one, some judicial decisions,
primarily under the federal securities laws, suggest that a director's or officer's obligation to
the corporation may be higher if he or she has a greater familiarity with corporate affairs or
exercises greater management authority than other directors and officers. See, e.g., Escott v.
BarChris Constn. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968); 3 FLETCHER CYC. CORP. §991
(Perm. ed. 1975); Carrington and McElroy, supra note 106, at 965-66; Jacobs, supra note 97,
at 1064-67.
125. ALI-ABA MODEL BUS. CORP. AcT §35 (1969).
126. FLA. STAT. §607.111(5)-(6) (1977).
127. Corporate Director's Guidebook, supra note 97, at 16-17. Until recently, the classic
statement of board responsibility has been that the affairs of the corporation "shall be managed by the board of directors." See, e.g., ALI-ABA MODEL Bus. CoP'. ACT §35 (1969); FLA.
STAT. §608.09 (1975). Even under these statutes, it was recognized that day-to-day "management" by the board was impossible. This recognition was demonstrated by the 1974 amendments to Section 35 of the Model Act and the adoption of FLA. STAT. §607.111(1), both of
which provide that the business and affairs of the company shall be managed "under the
direction of" the board of directors.
128. Professor Henn summarizes the business judgment rule as follows: "Corporate management is vested in the board of directors. If in the course of management, directors arrive
at a decision, within the corporation's powers (intra vires) and their authority, for which
there is a reasonable basis, and they act in good faith, as the result of their independent discretion and judgment, and uninfluenced by any consideration other than what they honestly
believe to be the best interests of the corporation, a court will not interfere with internal
management and substitute its judgment for that of the directors . . . . Business judgment
thus, by definition, presupposes an honest, unbiased judgment (compliance with fiduciary
duty) reasonably exercised (due care), and compliance with other applicable requirements."
H. HENN, supra note 99, §242. Perhaps the best known cases are Cheff v. Mathes, ,11Del. Ch.
494, 199 A.2d 548 (Sup. Ct. 1964); Bennett v. Propp, 41 Del. Ch. 14, 187 A.2d 405 (Sup. Ct.
1962); and Kors v. Carey, 39 Del. Ch. 47, 158 A.2d 136 (Ch. 1960). See generally Note, Continuing Viability of Business Judgment Rule as a Guide for Judicial Restraint, 35 GEO. WASH. L.
REV. 562 (1967); Note, The Business Judgment Rule: A Guide to CorporateDirectors' Liability,
7 ST. Louis U.L.J. 151 (1962). The rule is generally applicable in Florida. FLORmA BAsic
PRAcricE, supra note 101, §8.4.
129. Professor Dyson sums up the tolerance allowed by noting: "The director who
diligently attends to his duties and exercises his best business judgment on the questions
facing him will not be considered negligent even if his judgment is faulty. In other words,
while the defendant will not be heard to argue that if he had been diligent his action would
have been ineffective, the plaintiff should not be heard to allege that though the defendant
was diligent his action was ineffective." Dyson, The Director's Liability for Negligence, 40
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When viewing the decisions of directors acting in the exercise of free
and independent judgment, courts have been extremely reluctant to find
that they acted negligently. Recognizing that business decisions may
seem unrealistically simple when viewed at a later date and expressing
reluctance to substitute their judgment for that of directors, courts have
30
generally refrained from questioning the wisdom of board decisions.
For the business judgment rule to apply, however, the directors must have
"acted in good faith, within the powers of the corporation and in the lawful
and legitimate furtherance of its purposes ....-131 In addition, the directors
must have "exercised their honest business judgment after due consideration of
132
what they reasonably believe to be the relevant factors." From the standpoint
judgment rule
of business ethics, it is important to remember that the business
133
occurred.
has
duty
fiduciary
of
a
breach
will not be applied if
3.Agency Duties
184
Because directors and officers are generally agents of their corporation,
many of the basic precepts of agency law are also applicable to a corporate
setting. Indeed, similar fiduciary principles serve as the foundation for many of
the duties found in agency and corporate law.135 On the other hand, a non1 36
corporate business entity is usually controlled by the precepts of agency law.
For purposes of drafting a business code of ethics, principles of both agency
and corporate law offer sound guidance. As noted earlier, 137 the drafter's primary interest should be the underlying ethical and fiduciary concepts, rather
than the technical niceties of their specific application.

341, 368-69 (1965). See also Schein v. Caesar's World, Inc., 491 F.2d 17 (5th Cir. 1974),
which contains a definition of the "prudent man" in the business judgment context.
IND.L.J.

130. Corporate Director'sGuidebook, supra note 97, at 18.

131. Id. Professor Gordon observes that the business judgment rule "is often less a rule
than a conclusion that in a particular situation the director did not meet the appropriate
standard." M. GORDON, supra note 100, §21.01.
132. CorporateDirector'sGuidebook, supra note 97, at 18.

138. H. HENN, supra note 99, §242. Likewise, most statutory provisions authorizing a corporation to indemnify its directors and officers require adherence to basic fiduciary standards
(action in good faith and in a manner reasonably believed to be in the best interests of the
corporation). E.g., ALI-ABA MODEL Bus. CORP. Aar §5 (1969); DEL. CODE ANN. tit. 8, §145
(1975); FLA. STAT. §607.014 (1977); N.Y. Bus. CoP. LAw. §721-27 (McKinney 1970). Also, there
appear to be very few situations where director and officer liability insurance policies provide
greater coverage in this regard than the indemnity statutes. Jacobs, supra note 97, at 1063-64;
Klink, Chalif, Bishop, S. Arsht, Liabilities Which Can Be Covered Under State Statutes and
Corporate By-Laws, 27 Bus. LAw. 109, 114, 122, 130 (1972). Cf. Note, Liability Insurance for
Corporate Executives, 80 HARv. L. REv. 648, 655-67 (1967); Note, Indemnification of Directors: The Problems Posed by Federal Securities and Antitrust Litigation, 76 HARv. L. R-v.

1403, 1405 (1968). For a general look at director and officer liability insurance in Florida,
see FLORuDA BAsic PRAcricE, supranote 101, §§8.32-8.34.
134. W. SFAvEy, supra note 118, §10.
135. Compare text accompanying notes 103-117 supra with text accompanying notes 139142 infra.
136. W. SEAvEY, note 118, §10.

137. See note 98 supra.
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Agency law usually categorizes the agent's responsibilities as duties of
loyalty and duties of care and obedience. 138 The following overview may be
helpful.
a. Agency Duties of Loyalty
The agent's duties of loyalty are based upon concepts similar to those underlying the related duties of corporate officers and directors. For example, an
agent has a duty not to use or disclose confidential information except for the
benefit of his principal. 3 9 The agent also has a duty to act solely for the interests of his principal within the area of his employment 40 Consequently, the
agent may not act for himself, or for a competitor of the principal, in matters
1 41
relating to the agency.
Agency law, however, goes beyond corporate law in its emphasis on full
disclosure and open dealing. As Professor Seavey's Handbook on the Law of
Agency cautions:
An agent is under a duty to account to the principal for any financial
benefit received by him as the direct result of a transaction conducted by
him, whether or not in violation of his duties as agent, unless otherwise
agreed.
It is a violation of his fiduciary duty for an agent to have any unrevealed interest adverse to that of the principal in matters in which he
is employed, which might affect his conduct.
In openly dealing with the principal on his own account, the agent
must disclose all relevant facts which he knows or should know.... [In]
dealing as agent for both parties to a transaction he must act fairly to
both.'142
b. Agency Duties of Care and Obedience
The agent's duties of care and obedience are somewhat more detailed than
the general corporate statements' 43 concerning due care. The agent owes at
least those duties spelled out in the contract of agency. 44 In addition, he has
other duties imposed by the law of agency, 45 even if the agency relationship is
146
merely consensual and not based on contract.
With respect to the duty of care, an agent is generally required to take
reasonable care and diligence in pursuing the principal's interests. 1"47 Unless
138.

139.

W. SFAVEY, supra note 118, ch. 11.
RESTATEMENT (SECOND) OF AGENCY §§395-96 (1957); W.

SEAVEY,

supra note 118, §§152,

154.
140. Except where necessary to protect a "superior interest" of the agent or of others.
W. SEAVEY, supra note 118, §147. See RESTATEMENT (SECOND) AGENCY §387 (1957).

141.

RESTATEMENT

(SECOND) OF AGENCY

§§393-4, 398 (1957); W.

SEAVEY,

supra note 118,

§§151, 153.
142. W. SEAVEY, supra note 118, §§148-50.
143. See notes 119-33 supra and accompanying text.
144. W. SEAVEY, supra note 118, §140.
145. Id.
146. RESTATEMENT (SECOND) OF AGENCY §376 (1957); W. SEAVEY, supra note 118, §140.
147. RESTATEMENT (SECOND) OF AGENCY §379 (1957); W. SEAVEY, supra note 118, §140.
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the agent represents that he has greater or lesser skill, or the principal should
know that he has less, the agent will ordinarily be held to have "impliedly
represented" that he has the customary local knowledge and skill for the particular undertaking. 148
Although the duty of obedience is sometimes said to be peculiar to the law
of agency,1 49 it bears some resemblance to the duty of a corporate officer or
director to act intra vires.150 Under this concept, an agent has a duty not to
disobey, that is, to act only in accordance with his reasonable understanding of
his principal's directions. 151 The agent also has a duty of good conduct that
essentially requires him to act in a manner that will not be injurious to the
principal.' 52 After termination of the agency relationship, the agent must no
longer hold himself out as an agent of the principal, at least if the agent has
notification that the relationship has been terminated. 53
Even in the area of due care and obedience, the principles of disclosure and
honesty are present. For example, an agent has a duty to account to his principal for all funds and other property involved in the scope of his employment. 54 In addition, an agent must disclose to his principal any information
that he may obtain related to his employment if he reasonably believes that
the information would interest the principal. 55
4. SecuritiesLaw Duties
Although the complex scheme of regulation imposed by the federal securities laws imposes a plethora of obligations on the directors and officers of
a public company, 56 only a handful of the most basic principles have general
substantive relevance to a business code of ethics. In this regard, the most important securities concepts are probably those relating to disclosure, diligence,
fraud, and insider trading.
Both the Securities Act of 1933157 and the Securities Exchange Act of
193468 impose significant duties of disclosure upon a public corporation and
its officers and directors. The 1933 Act governs the initial distribution of securities and requires that certain disclosures be made to potential buyers
through a registration statement and prospectus' 55 The 1933 Act encourages
148. W. SEAwEy, supra note 118, §140.

149. Id.
150. See note 118 supraand accompanying text.
151. Except when acting to protect a "superior interest" of his own or another. W. SEAvEY,
supra note 118, §145.
152. RESrATEmENT (SEcoND) OF AGENCY §880 (1957); W. SEAVEY, supra note 118, §142.
153. W. SEAVEY, supra note 118, §146.
154. RESTATEMENT (SEcoND) OF AGENCY §882; W. SEAvEY, supra note 118, §144.
155. RE TATEMENT (SEcOND) OF AGENCY §381; W. SEAVEY, supra note 118, §143 (Seavey indicates that an exception applies if the information is received confidentially).
156. See generally, 3 and SA H. BLOOMENTHAL, SECUJTImS AND FEDERAL CORPORATE LAW
(1974), L. Loss, supra note 70. For a non-technical overview, see Corporate Director's Guide-

book, supra note 97, at 24-27; J. NAsH, supranote 97.
157. Securities Act of 1988, 15 U.S.C. §§77a-77aa (1970).

158. Securities Exchange Act of 1984, 15 U.S.C. §§78a-78jj (1970).
159. L. Loss, supra note 70, at 180.
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diligence and the use of reasonably accurate information in the prospectus or
other offering by imposing a general antifraud standard. 16 Although the
relevant provision is somewhat inartfully drafted, it states as follows:
Any person who offers or sells a security ... by means of a prospectus
or oral communication, which includes an untrue statement of a material fact or omits to state a material fact necessary in order to make the
statements in the light of the circumstances under which they were
made, not misleading (the purchaser not knowing of such untruth or
omission), and who shall not sustain the burden of proof that he did
not know, and in the exercise of reasonable care could not have known,
of such untruth or omission, shall be liable to the person purchasing the
security ....

(emphasis added).161

Once the securities have been issued, subsequent trading is governed essentially by the Securities -Exchange Act of 1934. In the context of this discussion, the 1934 Act can be said to have two primary purposes: to afford
increased disclosure to investors who buy and sell securities, and to provide
remedies for victims of fraud in securities trading and market manipulation. 6 2
The Act and related regulations require a public company to file annual and
other periodic disclosure reports with the SEC.16s In an effort to regulate indirectly insider and tippee trading, the 1934 Act also requires directors and
executive officers to report changes in their beneficial ownership of their company's securities.164 These reports permit shareholders to enforce a provision
that requires such directors and officers to reimburse their company for any
short-swing profits made on certain securities transactions occurring within a
six-month period.165 The Act also regulates the solicitation of shareholder
160. Id.
161. Securities Act of 1933, §12(2), 15 U.S.C. §771 (1970) (emphasis added). Section 11 of
the 1933 Act subjects the issuer of registered securities to liability for damages when the
registration statement is materially defective or misleading. Section 12(1) of the 1933 Act imposes liability for recission or damages upon any person who offers or sells a security in
violation of the registration or prospectus requirements of §5. Section 12(2) liability, for
recission or damages, applies to anyone who sells a security, whether or not registered or
exempt from registration (in interstate commerce) by means of a material misstatement. In
addition, §15 of the 1933 Act imposes liability on any person who "controls" a person liable
under either §11 or §12, subject to a special defense of innocence. L. Loss, supra note 70, at
1684.
162. L. Loss, supra note 70, at 130-31.
163. E.g., Securities Exchange Act of 1934, §§13, 15(d), 15 U.S.C. §§78m, 78o(d) (1970).

For most public companies, reports following SEC Forms 10-K (annual report), 10-Q (quarterly report), and 8-K (periodic) supply the basic information. For a good overview, see 3
H. BLOOMENTRAL, supra note 156. ch. 3.
164. Securities Exchange Act of 1934, §16(a), 15 U.S.C. §78p(a) (1970). 17 C.F.R.
§§240.16a-l through 241.3040. The law requires each director, executive officer, and beneficial
owner of more than ten percent of the registered equity securities of a company registered
under the 1934 Act to file an initial report with the SEC (and any exchange on which the
stock is listed) showing his or her beneficial ownership of the firm's equity securities. Thereafter, changes in ownership must be reported on SEC Form 4 within ten (10) days after the
close of the month in which the change occurs. A good overview of the requirements appears
in FED. SEC. L. RE'. (CCH)

ff26,001-71.

165. Securities Exchange Act of 1934, §16(b), 15 U.S.C. §78p(b)
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proxies by imposing substantial disclosure requirements on the solicitation
process. 166
For most directors and officers, the primary danger in the 1934 Act is
found in SEC Rule lOb-5.167 The Rule provides, in essence, that it is unlawful
for any person, in connection with the purchase or sale of a security, "to make
any untrue statement of a material fact or to omit to state a material fact
necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading."'168 This requirement
effectively prohibits corporate officers and directors ("insiders") from purchasing or selling their company's securities unless all material information about
the company has been disclosed. 6 9 The purpose, of course, is to preclude insiders from taking advantage of material non-public information. Rule lOb-5
also imposes essentially the same restrictions on tippees, persons who receive
material inside information or buy-sell recommendations from insiders. 170 As
a practical result of these provisions, the directors and officers of most public
companies see to it that all material developments relating to the firm are fully
7
disclosed to the public in a timely manner. '
5. Other Laws and Special Industry Regulations
Depending on the degree to which a code of ethics incorporates specific
legal prohibitions, a number of other state and federal laws may be relevant to
the code drafter. In most situations, the drafter should consider at least the
following additional areas: (a) federal and state antitrust laws;' 7 2 (b) federal,
state, and local laws relating to the regulation or reporting of political contributions; 73 and (c) special industry laws regulating the particular business ac§§240.16b-I through 16b-11. Essentially, this provision "seeks to prevent misuse of inside information by imposing arbitrary penalties for so-called 'short-swing' transactions. It requires
every director (or executive officer or ten percent beneficial owner) to pay over to the corporation any profit realized from any purchase and sale (or sale and purchase) of any equity
security of his corporation within any period of less than six months. This provision ., . is
applicable without regard to whether the particular individual had or used inside information." CorporateDirector's Guidebook, supra note 97, at 26. See generally, L. Loss, supra note

70, at 1037-132; Frm. SEc. L. REP,. (CCH) 1]II26,081-94.
166. Securities Exchange Act of 1934, §14(a), 15 U.S.C. §78n (1970). The SEC rules beginning at 14a-I and SEC Schedule 14A provide the basic regulatory requirements. 17 C.F.R.
§§240.14a-1 to .14a-101. See FED. SEC. L. RxP. (CCH) 11124,001-24,060. A good general discussion
appears in Loss, supra note 70, at 868-930.
167. 17 C.F.R. §240.10b-5; FD. SEc. L. REP. (CCH) 11122,781, 26,744.
168. 17 C.F.R. §240.10b-5; the statutory basis is §10(b) of the 1934 Act, 15 U.S.C. §78j(b)
(1970). A tremendous number of cases involving Rule lob-5 can be reviewed but the classic
decision remains Securities and Exch. Comm'n v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir.
1968), cert. denied, 194 U.S. 976 (1969). Liability for fraudulent proxy materials is usually imposed by similar language in 15 U.S.C. §78n (1970) and SEC Rule 14a-9, 17 C.F.R. §240.14a-9,
FmD. SEC. L. REP. (CCH) 124,013.
169. CorporateDirector's Guidebook, supra note 97, at 25; Loss, supra note 70, at 1450-3.

170.
171.
172.
Patman
173.

15 U.S.C. §78j(b) (1970); 17 C.F.R. §240.10b-5; FED. SEc. L. REP. (CCH) 122,781.
See the admonishments set forth in J. NAsH, supra note 97.
E.g., Clayton Act, 15 U.S.C. §§12-27, 44 (1970); 29 U.S.C. §§52-53 (1970); RobinsonAct, 15 U.S.C. §13 (1970); Sherman Act, 15 U.S.C. M§1-7 (1970).
E.g., Federal Election Campaign Act and Amendments, 86 Stat. 3,88 Stat. 1263
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tivities of the company such as federal and state banking acts, transportation
laws, or insurance codes. In addition, firms with significant collective bargaining responsibilities may need to consider various labor laws and the provisions
of relevant union agreements. Other companies may be well advised to review
other regulatory schemes, including environmental laws, health and safety acts,
and consumer regulations. From a practical standpoint, however, the incorporation of the details of these and similar statutes into the code of ethics would
not seem advisable. As suggested earlier, 17 4 a code of ethics that attempts to
regulate all possible illegal conduct may, in the long run, turn out to be ineffective.
C. Content: The Interrelationshipof Law and Morality
Although the basic legal principles set out in the previous section offer some
guidance in establishing the subjects to be covered by a code of business ethics,
these principles alone do not determine how far the code should go in a given
area. The answer to this question requires some consideration of the relationship between law and morality.'75
In a jurisprudential sense, the interrelationship between law and morality
can hardly be denied. 176 The more interesting inquiry involves the degree to
which, at any given time, popular conceptions of morality coincide with, or
differ from, related legal principles. Professor Lon Fuller explored this area in
his 1940 work, The Law in Quest of Itself:
[H]ow false is the common picture according to which there exists
outside the law, and wholly independent of it, a body of moral precepts
which exerts a kind of one-way gravitational pull on the law, against
which the law opposes a constant inertia, so that it lags always behind
morality and only meets those minimum ethical demands which relate
Actually, if we look to those rules
to the most pressing social needs ....
of morality which have enough teeth in them to act as serious deterrents
(codified in portions of §§2, 5, 18, 26, 27, 47 U.S.C. (1977)); FLA. STAT. chs. 104, 106, 111, 112
(1977). See generally, Note, Florida's Campaign Finance Law: A Restoration of the Public's
Confidence, 28 U. FLA. L. REV. 458 (1976).
174. See notes 30-40 supra and accompanying text.
175. This article does not purport to include an analysis of the various theories of ethics
and morality. The systematic and critical study of man's evolving moral beliefs is best left to
other sources. For a good collection of readings see PROBLEMS OF ETHICS, supra note 93. For
more detailed presentations of several important theories of ethics see J. BENTHAM, AN INTRODUCTION TO PRINCIPLES OF MORALS AND LEGISLATION (1789); E. BRUNNER, THE DIVINE
IMPERATIVE (1947); J. DEWEY, R:.CONSTRUCTION IN PHILOSOPHY (2d ed. 1948); I. KANT, FUNDAMENTAL PRINCIPLES OF THE METAPHYSIC OF MORALS (T. K. Abbott trans. 1898); W. KAUFMANN,
NIETZSCHE: PHILOSOPHER, PSYCHOLOGIST, ANTICHRIST (1950); J. S. MILL, UTILITARIANISM

(1863);

G. MOORE, PRINCIPIA ETHICA (1903); W. Ross, THE RIcHT AND THE GOOD (1930); J. SARTRE,
EXISTENTIALISM AND HUMANISM (P. Mairet trans. 1948); S. ToULMIN, AN EXAMINATION OF THE

(1950).
See L. FULLER, THm LAw IN QUEST OF ITSELF 136 (1940). See, e.g., Hill, supra note 2,
at 346; Teare, supra note 1, at 225. Perhaps the best historical analysis of the relation of law
PLACE OF REASON IN ETHICS

176.

and morals appears in Dean Pound's famous McNair Lectures, delivered at the University of
North Carolina in 1923, now reprinted in R. POUND, LAW AND MORALS (Rothman Reprint

1969).
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to men's pursuit of their selfish interests, we will find that far from being
"extra-legal" they are intimately and organically connected with the
177
functionings of the legal order.
To Fuller, any suggestion that men are deterred by legal penalties in the
ordinary affairs of life seemed too simple. Fuller argued that "the effective
deterrents which shape the average man's conduct derive from a sense of right
and wrong."'7 8 But, he concluded, these concepts of right and wrong are
"themselves significantly shaped by the daily functionings of the legal order,
and... would be profoundly altered if this legal order were to disappear." In
essence, the law itself influences man's concept of right and wrong - his
ethics. 179

Although Fuller may be correct in criticizing an image of a legal-moral tug

80
of war, in some periods the law has appeared to lag behind moral concepts.
8
In other periods, law and morals have seemed more closely related.' " In his
1923 lectures on "Law and Morals," Dean Pound observed that, to the historical jurist,5 2 morality precedes and leads to law.8 3 That which begins as a
moral principle becomes an equitable principle and then a rule of law: morality and law are in continual progression. 8 4 As Pound put it, "The legal right
and legal duty of nineteenth century law are but the natural right and moral
duty of philosophical jurisprudence of the two preceding centuries taken over
8 s5
and given more definite context in the maturity of the law."'
This historical progression, however, can ultimately lead to tension between law and morality, Pound observed. As the morality of one period is
slowly codified into statute, once flexible equitable principles begin to be
administered mechanically. Hard and fast legal rules evolve that seek out
"abstract uniformity, formal predictability and outward appearance of cer-

177. L. FuT.xa, supra note 176, at 134.
178. Id. at 137.
179. Id.
180. R. PouND, supranote 176, at 32-37.
181. Id.
182. In LAw AND MoRAms, Dean Pound suggests that the relationship between law and
morals is viewed differently by analytical, historical, and philosophical jurists. Pound's observations on these differences are among the most interesting contributions in his lectures.
See id. at 12-42.
183. Id. at 33. "Ethics precedes and leads to law. The ethics of an advancing society continues to generate new patterns of behavior that are ahead of and above the law. The ethics
that is embodied into the law is usually based on the morality of the majority in a society."
Hill, supra note 2, at 346.
184. R. POUND, supra note 176, at 33 n.57, quoting MU.AR, HisToRMAL V]Ew oF Ta ENGsaSH
GOVERNMENT 11 (1812): "Law and equity are in continual progression; and the former is
constantly gaining ground on the latter. Every new and extraordinary interposition is, by
length of time, converted into an old rule. A great part of what is now strict law was formerly
considered as equity; and the equitable decisions of this age will unavoidably be ranked under
the strict law of the next." Id.
185. R. PouND, supra note 176, at 34-35. In a paper delievered to the Chicago Literary
Club in 1931, Robert Teare commented on Pound's views in the context of business ethics: "In
these (ethically) creative periods, such as that marked by the rise of the principles of equity,
the student of business ethics finds rich material." Teare, supra note 1, at 225.

https://scholarship.law.ufl.edu/flr/vol30/iss2/2

32

Harris: Structuring a Workable Business Code of Ethics

UNIVERSITY OF FLORIDA LAW REVIEW

(Vol. XXX

tainty at any cost."' 18 6 Society eventually rebels against the inequities that result

from a strict application of the new legal principles and "a certain opposition
87
between law and morals begins once more."''
Evolving tension between law and morality can also result from social reaction against the uncertainties involved in a period in which equitable principles dominate the law. In this situation, morality is codified into statute and
natural right and moral duty become legal concepts. As a result, "natural law"
and equitable concepts predominate.8 * This period of close identity between
law and morality is followed by an era of strict, technical law brought on at
least in part by a social reaction against the significant moral influence of the
previous period.8 9 In this situation, the pendulum swings away from judgmental, equitable principles toward precise legal provisions that can be applied
with cold certainty. As Robert Teare explained in 1931:
[I]n our modern day, which has been marked by some social legislation and judicial interpretation of an advanced type, we still live under
the influence of a strict law inherited from the nineteenth century. As
Dean Pound has pointed out, this strict law of ours is probably a xeaction from that eighteenth century emphasis upon the liberty, freedom
and rights of the individual, out of which came the excesses of the
French Revolution. And strict law, whatever may be its merits from the
point of view of affording security, abounds in the affording of opportunities for the unscrupu]ous. 190
In recent years, the law in our nation has been dramatically influenced by
what Teare called "social legislation and judicial interpretation of an advanced type."' 9' Although scholars might debate whether the legislation and
judicial decisions of the current era are more socially and ethically significant
than those of the "New Deal" period, few would dispute that significant advances have been made since the early 1950's.192
Focusing on Pound's lectures and Fuller's observations, it might be argued
that the increased social and ethical "consciousness" of the law in the present
period has influenced contemporary morality. At the same time, the heightened
public sense of morality seems to be inspiring what might be called "reformminded" legislation19g In essence, our present system seems to involve a dual
186.

R. POUND, supra note 176, at 37.

187. Id.
188. See id. at 33-35.
189. Id.; Teare, supra note 1, at 225.
190. Teare, supra note 1, at 228.
191. Id.
192. For example, consider the following examples of federal legislation enacted since
1950: The Omnibus Crime Control and Safe Streets Act of 1968, The National Environmental
Policy Act of 1969, The Civil Rights Act of 1968, The Voting Rights Act of 1965, The Civil
Rights Act of 1964, The Civil Rights Act of 1960, The Federal Aid Highway Act of 1958, The
Civil Rights Act of 1957. For good summaries, see B. SCHWARTZ, STATUTORY HISTORY OF THE
UNITED STATES: CIVIL RIGTs (1970); Nutting, Federal Legislation Through 50 Years, 29 FED.
B.J. 255 (1970).
193. " 'Moral evolution' is a somewhat unfashionable phrase, but it can usefully denote
the progressive clarification of human ideals, and the enlargement of institutional competence
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feedback process, with social morality and the law both contributing to one
another and to higher ethical standards.
This kinetic relationship can be seen in a number of recent developments
involving political practices, corporate payments, and banking standards.
Repeatedly, the last few years have demonstrated that practices that were
previously more or less "accepted" - even if not openly applauded - are no
longer permissible.1 94 The so-called "Bert Lance affair" during the summer of
1977 offers one example. 95 Lance was accused of improper use of the correspondent balance technique whereby he was to secure substantial personal
loans to purchase his own bank stock. This was apparently a widely accepted
practice among bankers well into the 1950's and 1960's, although this fact is
now not easily documented. 9 6
A similar example can be found in the corporate bribery cases. Assuming
we can believe the testimony of the officials involved, corporate kickbacks, slush
funds, and questionable payments, particularly in foreign countries, have long
been a fact of business life for many firms. 97
It can be argued that these and similar practices have never been condoned,
to serve them." P. SELZNICK, LAW, SociErY, AND INDUSTRLL JUSsCaE 3 (1969). "The law and its
institutions change as social conditions change. They must change if they are to preserve,
much less advance, the political and social values from which they derive their purposes and
their life. This is true of the most important of legal institutions, the profession of law. The
profession, too, must change when conditions change in order to preserve and advance the
social values that are its reasons for being." Cheatham, Availability of Legal Services: The
Responsibility of the Individual Lawyer and the Organized Bar, 12 U.C.L.A. L. REv. 438, 440
(1965).
194. E.g., Mann, Moral and Ethical Problems: Loans to Management and Compensation,
31 Bus. LAw. 1305 (1976): "The payment of bribes and kickbacks abroad is not new; payments
to building inspectors for permits in major U.S. cities is not new .... There's not very much
new conduct under the sun. What is new is that there is a pressure today - a post-Watergate
at 1808. See How Companies React
Id.
I..."
morality- to compel disclosure of such conduct .
to the Ethics Crisis,supra note 14. See generally Brenner & Molander, Is the Ethics of Business
Changing?55 HARv. Bus. REv. 57 (Jan.-Feb. 1977). See note 195 infra.
195. E.g., The Lance Affair: An Official Report Gives an Inside Look at Banking, U.S.
NEWS 8: WORLD REPORT, Aug. 29, 1977, at 62, 64; Carter Again Backs Lance But Questions
Some Banking Rules, N.Y. Times, Aug. 24, 1977, §1, at 1, col. 1; Transcript of the President's
News Conference on Foreign and Domestic Matters, N.Y. Times, Aug. 24, 1977, at B4, Col. 3.
196. President Carter attempted to summarize his view of the previously prevailing practice as follows: "I don't know of any allegation that has been made or proven that Bert
Lance did anything illegal or even unethical. Now I think that there are some possibilities
that have been revealed in the practices of personal loans by many officials of correspondent
banks that might be changed in the future. But at the time these personal loans were made
with correspondent banks, and I understand from one of the periodicals that this was done
with 93 percent of the correspondent banks and bank officials throughout the country, it may
have been advisable for Bert and all others like him several years ago to make those loans
public . . . . I think it's obvious that he complied with not only the law and the ethics
required but common loan practices among bank officers." Transcript of the President'sNews
Conference on Foreignand Domestic Matters,supra note 195. See The Lance Affair, supra note
195.
197. See, e.g., G. ADAMS & S. ROSENTHAL, THE INVISmILE HAND: QUESTIONABLE CORPORATE
PAYMENTS OvERsS (1976); Allen, supra note 77, at 62-68; Blumberg, supra note 13, at 3-5;
Greene, supra note 22, at 25-26; Securities and Exchange Commission, supra note 4.
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and that their recent condemnation has occurred only because they have finally
become "public" knowledge. To some extent, this may be correct; the public
at large may not have been widely aware of these practices. However, it seems
likely that much of the recent concern over these practices can be traced to a
heightened general sense of public morality, at least in the areas of business
and government. In essence, our government servants - from Congressmen to
members of the Securities and Exchange Commission - are able to pursue
these breaches of trust aggressively because contemporary standards have
changed.
Assuming that this dual feedback view of the current period has some
validity, current legislative proposals may offer useful guidance for the drafter
of a code of business ethics. Under this theory, the suggestion is that, at least
for the present and the recent past, heightened public concern about the morality or "rightness" of a particular action has often led to the introduction of
state or federal legislation to correct the alleged deficiency. 198 Although these
legislative proposals may not be enacted into law for some years, and may never
be enacted without substantial modification, significant public or legislative
support for a given proposal of this nature may well be a sound indicator of
the wave of public morality.
Caution must be used, however, in attempting to translate public support
for a particular piece of proposed "social legislation" into a barometer of contemporary ethics. A legislative proposal with wide-ranging support may be
closer to the ethical mainstream than a bill with weak support.199 But a variety
of what might be called amoral factors - power politics, for example - can
alter the level of legislative support for a given measure overnight.200 As in the
case of existing law, the proposed legislation approach to a code of ethics can
be no more than a rough guideline designed to help the drafter determine the
types of conduct that should be considered in preparing the code. Assuming,
198. One of the better recent examples involves the Congressional response to the "Bert
Lance affair". Shortly after Mr. Lance resigned in 1977, a flurry of legislation was introduced
to correct the allegedly "unsafe banking practices" that surfaced during the Lance inquiry.
For example, see H.R. 9086 (the "Safe Banking Act of 1977"), H.R. 9450, H.R. 9468, and H.R.
9600 (the compromise redraft of the "Safe Banking Act of 1977") 95th Cong., ist Sess. (1977).
Agency enforcement attitudes often change at about the same time this type of "corrective"
legislation is introduced. In January, 1978, the Board of Governors of the Federal Reserve
System, the Comptroller of the Currency, and the Federal Deposit Insurance Corporation
issued a joint policy statement concerning improper payments. The policy statement reflects
the judgment of these bank supervisory agencies that "certain questionable payment practices
as have been disclosed by a few banks and bank holding companies, may, in addition to their
possible illegality, constitute unsafe and unsound banking practices." 43 Fed. Reg. 2,759 (Jan.
19, 1978). See generally Barrett, Comptroller's Shift to a Stronger Enforcement Posture: SelfDealing and Unsound Banking Practicesare the Targets, 94 BANKING L.J. 725 (1977).
199. See generally Hill, supra note 2, at 346; M. JEWELL & S. PATTERSON, THE LEGISLATIVE
PROCESS IN THE UNITED STATES 436-44 (1966).
200. See, e.g., M. JEWELL & S. PATTERSON, supra note 199, at 277-98, 416-26; Roady, Ten
Years of Florida's"Who Gave It - Who Got It" Law, 27 LAw & CONTEMPI. PROB. 434, 439-40
(1962). See generally D. BLAISDELL, AMERICAN DEMOCRACY UNDER PRESSuRE (1957); L. MILBRATH,
THE WASHINGTON LOBBYISTS (1963); Zeller, Regulation of Pressure Groups and Lobbyists, 319
ANNALS 94-103 (1958).
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however, that "our search for the true merchant ethic must carry us beyond the
law, into the realm of personal attitudes," 201 new legislative proposals offer at
least some insight 20 2 into contemporary moral judgments about "that twilight
zone of conduct ... called the penumbra between the clear light of wrongdoing
20
and the dear light of right doing."
D. Content: "Reasonableness" as a Guideline

Further drafting guidance in the difficult area of morality can be found in
the well-known but evasive concept of "reasonableness." Its basic premise is
that, even if profits are acceptable, the business activities that generate them
must nevertheless be "reasonable" or "responsible." 204 This does not mean that
the level of profits must be reasonable,2 05 but that the activities leading to the
profits must be reasonable. Under this approach, the code drafter should concentrate on substantive provisions designed to ensure that the business actions
of individual corporate managers will meet this elusive standard of "reasonableness."
What is reasonable changes with time and place, but this evolutionary
quality may be a benefit rather than a detriment. Rather than avoiding these
shifts in public opinion, a code of ethics should grow and change with them.
Because it essentially serves as a reflection of our society's standards, hopes, and
dreams,20 6 a code of ethics should be capable of evolving as our society changes.
Nevertheless, measuring "reasonable" business conduct or ethics at a given
time is a difficult task. Two legal theories may be helpful in crystallizing this
concept of "reasonableness": the "reasonably prudent man rule" from tort law
and the "business judgment rule" from business and corporate law.
In his well-known treatise on torts, Professor Prosser sums up the need for
a uniform standard of conduct in the negligence area by observing:

201. Teare, supranote 1, at 228.
202. The morality embodied in these legislative proposals is generally what Professor
Lon Fuller called the "morality of duty" xather than the "morality of aspiration". See note
30 supra. Fuller found the relationship of the morality of duty to the law to be very direct
in that both involve the same issues of judgment and restraint. L. FuLnm, supra note 80, at
6-9, 32. Although Fuller observed that the relationship of the morality of aspiration to the law
is very weak, he asserted that the "inner morality of the law" is actually based upon the
morality of aspiration. Id. at 9, 42-44, 104. As Fuller explained: "The demands of the inner
morality of the law . . . demand more than forebearances; they are, as we loosely say,
affirmative in nature: make the law known, make it coherent and clear, see that your decisions as an official are guided by it....To meet these demands human energies must be
directed toward specific kinds of achievement and not merely warned away from harmful
acts .... Because of the affirmative and creative quality of its demands, the inner morality
of the law lends itself badly to realization through duties, whether moral or legal." Id. at
42-43.
203. Teare, supra note 1, at 228.
204. See, e.g., R. BLOUGH, FREE MAN AND TIE CORPORATION 111 (1959); BusiNss INrRNATIONAL, supra note 19, at 15-16.
205. See, e.g., P. DRUCKER, supra note 28; Friedman, supra note 91.
206. See notes 93, 193 supra.
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The whole theory of negligence presupposes some uniform standard
of behavior. Yet the infinite variety of situations which may arise makes
it impossible to fix definite rules in advance for all conceivable human
conduct. The utmost that can be done is to devise something in the
nature of a formula, the application of which in each particular case
must be left to the jury, or to the court. The standard of conduct which
the community demands must be an external and objective one, rather
than the individual judgment, good or bad, of the particular actor; and
it must be, so far as possible, the same for all persons, since the law can
have no favorites. At the same time, it must make proper allowance for
the risk apparent to the actor, for his 2capacity
to meet it, and for the
0 7
circumstances under which he must act.

In tort law, of course, the uniform standard of care revolves around that
classical fictitious character, the reasonably prudent man.208 As Prosser notes,
the courts have long emphasized the abstract nature of this hypothetical person:
He is not to be identified with any ordinary individual, who might
occasionally do unreasonable things; he is a prudent and reasonable
man, who is always up to standard. Nor is it proper to identify him even
with any member of the very jury who are to apply the standard; he is
rather a personification of a community2 0 ideal
of reasonable behavior,
9
determined by the jury's social judgment.
As noted earlier,210 a somewhat different standard is applied in measuring
the responsibility of a director or officer to the shareholders. The relevant state
corporate code generally imposes a statutory duty of "due care."211 In contrast
to the well-known "reasonably prudent man" from tort law, both the Model
Act and the Florida code measure compliance with the stated duty of care in
terms of "an ordinarily prudent person in a like position . . . under similar

circumstances."212 As the earlier analysis of corporate obligations notes, this
phrase roughly translates into "a reasonably prudent man serving as a director
of the particular business at the time."213
As the Comments to the 1974 amendments to Section 35 of the Model Act
indicate, this standard is unique in two respects. On one hand, it specifically
avoids the term "businessman" or another word that might imply some undefined degree of special business or corporate expertise.2 14 On the other hand, it
expresses the duty of care in terms of an ordinarily prudent person who is
serving as a director of the corporation involved.2 15 In essence, the standard is
framed to provide business flexibility. As the ABA Committee explained:
207. W. PROSSER, LAw OF TOIRTS 149-50 (4th ed. 1971).
208. According to Professor Prosser, the reasonable man of ordinary prudence was first
mentioned in Vaughn v. Menlove, 3 Bing. N.C. 468, 132 Eng. Rep. 490 (1738). PROSSER, supra
note 207, at 150 n.16.
209.

W. PROSSER, supra note 2107, at 151.

210.
211.
212.
213.
214.
215.

See notes 120, 124 supra.
See notes 119, 120 supra.
See note 120 supra.
See note 121 supra and accompanying text.
Section 35 Comments, supra note 120, at 44.
Id. However, the ABA Committee cautioned that the phrase "under similar circum-
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[T]he phrase is not intended to establish the preservation of assets as
a priority for the corporate director, but, rather, to recognize the need
for innovation as an essential of profit orientation and, in short to focus
on the basic director attributes of common sense, practical wisdom and
informed judgment....
[T]he phrase ... is intended both to recognize that the nature and extent of oversight will vary, depending upon such factors as size, complexity, aiid location . . . and to limit the critical assessment of a
director's performance to the time of action or nonaction and thus
prevent the harsher judgments which can invariably be made with the
216
benefit of hindsight.
The business judgment rule, 217 although essentially founded upon notions
of good faith and due care, possesses a degree of tolerance different from that
found in the simple negligence standard.215 Assuming the director has not
violated basic fiduciary responsibilities, the rule allows exercise of reasonable
business discretion and judgment in the decisionmaking process. 219 In this
sense, the rule seems to incorporate a standard of gross or willful negligence
20
rather than simple negligence.2
As in Section 35 of the Model Act, this broader standard is based upon the
fact that corporate managers are expected to take economic risks in their work
above those taken by most individuals in managing their personal affairs.221
This standard may well be necessary to attract competent individuals to serve
as business managers. Even well-intentioned economic and business decisions
are likely to be subject to difference of opinion and criticism if hindsight is
applied. A simple negligence standard may pose too great a risk for the individual business manager whose decisions are honest but somewhat less than
22

perfect.2

However, the business judgment rule - and its more tolerant standard - is
not available if the director has violated his fiduciary duty to the corporation.223 If fraud, improper motive, or self-dealing is involved, the gross negstances" is intended to recognize the fact that the special background, qualifications, or xesponsibilities of a particular director may give that director a greater or lesser measure of
responsibility than that faced by another director. Id. at 45.
216. Id. at 44-45.
217. See notes 128-133 supra and accompanying text.
218. See note 129 supra.
219. For example, FLA. STAT. §607.111(4) (1977) requires a director to "perform his
duties.., in good faith, in a manner he reasonably believes to be in the best interests of the
corporation". Only after setting out this fiduciary standard does the statute go on to provide
'and with such care as an ordinarily prudent person in a like position would use under
similar circumstances."
220. 2 M. GORDON, supra note 100, §21.01. For insight into the continuing controversy over
whether principles of negligence do or should impose a substantial duty of care in the exercise of management discretion, see Scott, Fears and Phobias: Management Liability and
Insurance in Thrift Institutions, 88 BANKING L.J. 124, 127-30 (1971); Cary & Harris, Standards
of Conduct Under the Common Law, PresentDay Standards and the Model Act, 27 Bus. LAw.

61 (1972).
221.
222.
223.

2 M. GORDON, supra note 100, §21.01.
See Section 35 Comments, supra note 120, at 42.
See notes 131-133 supra and accompanying text,
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ligence standard is generally replaced with something resembling simple
negligence or strict liability.2- The use of a higher standard of care in cases

involving self-dealing makes sense from a policy standpoint. If the director has
placed his own personal interests in actual or potential conflict with those of
the corporation or its shareholders, he no longer deserves the protection of a
broader, gross negligence, standard. In those situations, the director must tread
more carefully, being mindful that even simple negligence may result in legal
responsibility to the company and its shareholders.
The reasonably prudent man rule suggests that, ideally, code guidelines
should be based upon the supposed ethics of a hypothetical reasonably prudent
man. 225 Taken in a vacuum, this suggestion might seem somewhat less than
helpful; we cannot interview this reasonably prudent man to determine his
ethics, nor directly apply to an ethics code the descriptions of ideal conduct that
appear in tort case law. We can, however, recognize that we wish to strive
toward an ethical standard that is based upon the same everchanging "personification of a community ideal of reasonable behavior" 226 that is used in tort
law. Applying this general standard, however, the drafter must still strive to
develop some further understanding of the business ethics that should be attributed to this reasonably prudent friend.
Although the reasonably prudent man in tort law is not required to have
superior knowledge and skill, if he in fact has "knowledge, skill, or even
intelligence superior to that of the ordinary man, the law will demand of him
conduct consistent with it."227
Similarly, a person holding himself out as a
professional must exercise more than mere reasonable care; under tort law
concepts, the professional must also "possess a standard minimum of special
knowledge and ability."228 Even in the context of business law, a director or
officer with special background, qualifications, or responsibilities may be held
to a higher standard of care than a manager without those attributes. 2 On the
other hand, the business judgment rule imposes a less strict standard to the
corporate decisionmaking process, except in those ethically-sensitive cases in
which fraud, improper motive, or self-dealing is involved.23 0
Applying these legal concepts of "reasonableness" to structure a "reasonably

224.

See Bishop, Sitting Ducks and Decoy Ducks: New Trends in the Indemnification of

CorporateDirectors and Officers, 77 YALE L.J. 1078, 1095-99 (1968). See generally 2 M. GORDON,
supra note 100, §§21.01-21.03.
225. See R. POUND, supra note 176. "Precepts for human conduct, precepts determining for
what conduct one shall respond in civil proceedings and how he shall respond, admit of a
very wide margin of individualized application. Indeed, in this connection the law often employs standards rather than rules. In case of negligence the law applies the standard of conduct of a prudent man under the circumstances and puts it to the jury, in effect as a moral
proposition, to decide on their individual notions of what is fair and reasonable in the particular case." Id. at 76 (emphasis added).
226. The words are those of Professor Prosser in his description of the reasonable
prudent man in tort law. See note 209 supra and accompanying text.
227. W. PROSSER, supra note 207, at 161.
228. Id.
229. See note 124 supra.
230. See notes 131-133 supra and accompanying text.

Published by UF Law Scholarship Repository, 1978

39

Florida Law Review, Vol. 30, Iss. 2 [1978], Art. 2
1978]

BUSINESS CODE OF ETHICS

prudent man" test for a business code of ethics, the following conclusions can
be drawn:
First, the reasonably prudent man should be expected to have basic business
skills and knowledge.
Second, the duty of care or other standard of conduct should allow for relatively wide discretion if the corporate manager is acting in good faith, without
actual or potential fraud, improper motive, or self-dealing.
Third, if actual or potential fraud, improper motive, or self-dealing is involved, the duty of care (and the code) should apply a more severe standard
that reduces the manager's discretion and, hence, the risk of unethical conduct.
Although these benchmarks offer some guidance in developing a meaningful standard of business ethics, they hardly enable the drafter to begin preparing specific provisions. To some extent, the existing statutory and case law
summarized earlier offer a more definite starting place. 231 The suggested review
32
of pending legislative proposals may also be helpful.2 However, perhaps the
best insight concerning current social perceptions of "reasonable" business
ethics can be distilled from newspaper and magazine accounts of allegedly
unethical business conduct 233 as well as from example provisions taken from
23 4
and professional organizathe codes of ethics adopted by other business
235
In the final analysis, these sources reflect the general contemporary
tions.
231. See notes 96-174 supra and accompanying text.
232. See notes 198-203 supra and accompanying text.
233. See example newspaper and magazine sources cited at notes 3,5, 14, & 17 supra.
234. See example business codes cited at notes 14, 17, & 19 supra.
285. See example professional codes cited at notes 43, 50, & 57 supra. The suggested personal and professional standards for internal bank auditors are set forth in BANK ADMINiSTRATION INSTITUTE, STATEMENT OF PRINCIPLE AND STANDARDS FOR INTERNAL AUDITING IN THE

BANKING INDUSTRY (1977). A useful checklist for drafting a code of ethics for a financial institution appears in Banker's Code, supra note 17, at 6-7 and provides the following list of
items:
1. Confidential and Insider Information
a. Not to be disclosed to others

b. Commercial banking information not to be disclosed to trust department
c. Use of for personal gain
2. Conflict of Interest
a. Dealing with customers in business ventures
b. Borrowing from customers
c. Outside employment
d. Directorships and partnerships
e. Gifts or fees from customers or suppliers
f. Bequests from customers
g. Acting in co-fiduciary capacity with the bank
3.Personal Investments
a. Trading in securities where bank is principal bank of company
b. Margin accounts in securities or commodities
c. Speculation as opposed to bona fide investments
d. Investments based on bank-obtained information
e. Using bank position for personal gain
4. Borrowing by Officers
a. Reports of borrowing
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morality of those vast interest groups known as "the public" and "business."
In this sense, they probably offer the best available statement of the business
ethics of the elusive "reasonably prudent man." The model code of ethics included in this article is essentially designed to serve as one source of such a
statement of ethics.
E. Content:DisclosureReaction as a Guideline
A relatively simple guideline may be helpful in determining specific types
of "grey area" conduct that should be covered by a code of ethics. This guideline is primarily designed to regulate what might be called the "lights off, lights
on" method of doing business. In this type of business practice, mangers sometimes determine that a particular questionable activity is acceptable if "the
lights remain off," that is, as long as the details of the matter are not disclosed
to the public or to a senior officer. Because of the legal and ethical impropriety
of much of this conduct and because of the individual and corporate embarrassment that may result,236 a code of ethics should strive to prohibit, or at least

discourage, conduct that might be rationalized as acceptable with the "lights
off" but that would subject the individual manager or the company to social
criticism or prosecution if the lights were "turned on" and the details revealed
in the midst of the transaction or at some later date.23 7
Regulation of this problem in a code would be enhanced if the drafter attempted to formulate a judgment of the type of reaction that might be anticipated if the details of particular conduct were disclosed to the president or
audit committee of the company and/or the public. If disclosure of the conduct
at these levels could be expected to cause significantly adverse public or senior
management reaction, the drafter should consider covering the matter in the
code of ethics, particularly if the conduct is not otherwise prohibited by law.
As suggested previously2 s8 in some situations a code provision mandating prior
b. Borrowing in large amounts
5. Miscellaneous

a. Political activities
b. Approval of speeches and articles
c. Civic responsibilities
6. Administration
236. See Beran, supra note 2, at 608, where accountant Walter Beran observes: "Good
deeds may go unnoticed by everyone except God, but bad ones always seem to have an uncanny way of surfacing, of being found out .... The Watergate burglaries, which some might
have viewed as mere minor political speculations, once revealed, crumbled a powerful president at the moment of his greatness. If that can happen to presidents, then certainly it can
happen to mere mortals such as we. We should therefore want to avoid doing anything in
secret that would be embarrassing or harmful if revealed."
237. Although the "lights off, lights on" designation for this approach is relatively descriptive, it might also be called the "sunshine rule" or the "president/newspaper disclosure"
rule. The author has often suggested that junior managers looking for a basic rule of ethics
might judge each of their actions by asking whether they would be embarrassed (or worse) if
the action were made known in detail to the president of their firm and to the local newspaper. (Obviously, this suggestion assumes that trade secrets would be excluded from the
newspaper account.)
238. See notes 62-67 supra and accompanying text.
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internal disclosure and approval of the questionable conduct may be adequate.
In other situations, disclosure, or disclosure and prior approval, may be less
desirable than direct regulation or prohibition.
F. Content: Two PotentialProblems
In developing substantive provisions for a code, the drafter should keep in
mind that codes of business conduct, like other guidelines and rules of practice,
can be twisted and used to support questionable endeavors. Two potential
problems are particularly worthy of review.
The first involves the anticompetitive code. As in the case of other trade association activities, care must be taken to ensure that any model code does not
unnecessarily restrict competition, whether inadvertently or by design. This
potential problem is not a new one. In the early 1930's, the Federal Trade
Commission tried to eliminate corporate bribery and regulate other inappropriate methods of business competition.239 In its approach to these problems, the
Commission asked the members of various trades to submit codes of conduct
that embodied the conditions deemed necessary for fair competition. As the
Commission was gathering a variety of interesting material, the Department
of Justice began an investigation of the trade practice codes. This inquiry led
to allegations that several of the industries were engaged in restrictive activities
prohibited by the Clayton Act under the apparent sanction of codes approved
by the Federal Trade Commission. As Robert Teare observed in 1931, it was
indeed ironic that "these codes, presumably established to promote the morals
of business, should themselves suffer under the charge of being conspiracies
against the general interests of the public at large."240
The second potential problem involving business codes is the risk of what
might be called - tritely perhaps - the "Watergate mentality." Somewhat like
the proposed Criminal Justice Codification, Revision and Reform Act of
1973,241 the Watergate mentality code uses the guise of improved business ethics
to prohibit the disclosure of information that might be embarrassing to the
business. The potentially embarrassing disclosure is prohibited by the code
even though the accompanying publicity might eventually result in more
ethical or appropriate conduct by the business or its individual managers.
The distinction here is often a fine one, as exemplified by the code of conduct adopted by a North Carolina bank holding company. Selected provisions
of that corporation's code provide as follows:
An officer is ethically bound in dealing with subordinates and others
to support, in both actions and words, the decisions of his superiors.
An officer is ethically bound to refrain from discussing superiors or
their decisions with contemporaries or subordinates.
An officer is ethically bound to refrain from discussing superiors,
peers or subordinates with his subordinates.
239. Teare, supra note 1,at 227.
240.
241.

Id.
S. Res. 1, 93d Cong., Ist Sess., 119 CONG. RFc. 989 (1973). The bill was criticized as

being the "National Secrecy Act of 1973" and the "quasi-Official Secrets Act". Criminal Law
Review, 1973 CONG. Q., 374, 375 (1973).

https://scholarship.law.ufl.edu/flr/vol30/iss2/2

42

Harris: Structuring a Workable Business Code of Ethics

UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXX

repeating negative information
An officer is ethically bound to avoid
2 42
unless it serves a constructive purpose.
Taken in proper context, these ethical guidelines could perhaps be viewed
as acceptable methods of expressing the basic legal and ethical concept of an
officer's "duty of loyalty" 243 to his or her corporate employer. However, taken
out of this context, the guidelines could also be interpreted as an effort to stifle
of unethical
all potential disagreement, including potential or actual criticism
24
or illegal conduct by senior management of the corporation. 4
Although a lack of loyalty can be a serious practical and legal problem
within any business enterprise, the incorporation of this type of prohibition in
a code of conduct must have a substantial "chilling effect" on free discussion
and the disclosure of improper activities by superiors.2 45 Given the lessons
learned about blind loyalty from the Watergate scandal, 246 the use of an ethical
code to stifle internal corporate dissent seems misguided at best.
III. A MODEL

BUSINESS CODE OF ETHICS

The model business code of ethics set forth below is an effort to build upon
many of the considerations discussed in this article. Like the lawyers' Code of
Professional Responsibility, 247 the model code has three separate but interrelated parts: Canons, Ethical Principles, and Rules of Conduct. The Canons
are affirmative, 24 8 general statements of broad ethical goals. The Ethical Principles are more specific guidelines that expand upon the general statements
found in the Canons. Where possible, the Principles are also expressed in
affirmative, rather than negative, language. The essentially regulatory Rules of
Conduct are detailed standards setting forth the minimum conduct permissible
in certain specified situations covered by a Canon or Principle.
This multiple-level code has a number of advantages. The affirmative
Canons offer a general "creed" that is simple in form and aspirational in
nature.2 49 It emphasizes broad ethical concepts and enhances a feeling of professionalism. 250 The Principles provide more specific guidance but still avoid
the regulatory and disclosure details found in the Rules. The Rules of Conduct
permit the code to include specific regulations on conduct and disclosure in a
242. NCNB Corp., supra note 14, at III (B), (F), IV (F), V (A).
243. See notes 104-105 supra and accompanying text.
244. See the discussions of "the corrupt boss" and "the corrupt subordinate" in Stiffer
Rules for Business Ethics, supra note 38, at 88.
245.

The chilling effect of this type of provision should be compared to the affirmative

impact of the following principle taken from The Beatrice Way, which states the corporate
management philosophy of the Beatrice Foods Co. "We expect Beatrice people to play a hard,
clean game. XVe believe honesty and fairness involve candor and freedom to speak out without
fear of the boss. This kind of integrity creates a positive atmosphere and a more united management team." Beatrice Foods Co., 1976 Annual Report to Shareholders (inside front
cover) (1977).

246.
247.
248.
249.
250.

See, e.g., J. DEAN, BLIND AMBITION (1977).
ABA CODE, supra note 50.
See notes 30-45 supra and accompanying text.
See generally L. FULLER,supra note 30; Austin, supra note 24, at 54, 60.
See generally Austin, supra note 24, at 53, 59, 60.
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context that is set apart from, yet related to, the more general Canons and
Principles. Although the Rules offer an opportunity to limit specific types of
conduct, they are not intended to be all-encompassing or exclusive statements.
Even though an activity is not specifically regulated by a Rule of Conduct, it
may still be covered by a more general Principle or Canon.
Depending on a company's needs, it may choose to adopt a small or large
number of Rules of Conduct. In some firms, new Rules may be promulgated
by the board of directors or the audit committee 251 as ad hoc decisions are
reached on specific types of conduct reported under the code's disclosure provisions. Because of space limitations and because the number of Rules desired
will vary from company to company and from industry to industry, the model
code set forth in this article does not attempt to include a full complement of
Rules of Conduct. Rather, the model offers a crosssection of the Rules that may
be most useful to a wide variety of businesses.
The three-level code suggested below allows for maximum flexibility and
growth. Changes in statutory law and in social and business perceptions of
ethical standards can be readily incorporated into the code at whatever level
required. In most instances, short-term changes can be incorporated into the
code by amending, deleting, or adding to the Rules of Conduct or, perhaps, the
Principles, without altering the Canons. More pervasive changes that reflect a
longer-term evolution of moral principles may require more dramatic changes
in the Principles or even dictate amendments to the Canons themselves.
Although the code seeks to regulate conduct, the disclosure approach followed by Dean Austin 252 and the SEC 25 3 is used in selected areas. Disclosure,
rather than absolute prohibition, seems particularly helpful in eliminating the
conflict of interests inherent in determining whether and how the code is
applicable. Disclosure is also helpful in the myriad grey areas in which absolute
prohibition seems overly restrictive but a total lack of controls and absence of
the light of day seems inherently dangerous.
As suggested earlier,25 however, disclosure alone is seldom effective. A system must also be established to review the necessary information, make judgments in light of relevant standards, and enforce penalties or take other corrective action. In the model code, periodic disclosure statements and reports are
suggested to obtain information relating to code compliance and potential conflicts of interest. In addition, prompt and timely disclosure of other specific
activities is required throughout the year, particularly if prior approval of the
action is mandated.
Under the model code, the periodic disclosure statements and reports are
reviewed by the firm's internal auditing department, and exception reports are
compiled for review and possible action by the company's standards or audit
251. The increasingly important role of the board audit committee should not be overlooked in considering the procedural aspects of a code of business ethics. See generally
R. MAtr"Z & F. NEUMAN, CORPORATE Aurr
COMMrE"s: POICIES AND PRACTrCES (1977);
Coopers &Lybrand, supra note 16.
252. Austin, supra note 24, at 59-61.
253. See notes 68-72 supra and accompanying text.
254. See notes 75-79 supra and accompanying text.
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committee. Interim disclosures or requests for prior approval are considered by
the firm's senior management, audit committee, executive committee, or board
of directors, depending primarily upon the level of the manager involved.
Interim disclosures are also compiled and reviewed by the internal auditing department in light of the periodic disclosure statements previously and subsequently filed. Depending primarily upon the level of the manager involved,
disciplinary actions are instituted by the company president or, following a
report by its audit committee, by the board of directors.
The review and regulatory process set out in connection with the model
code is designed to be merely one approach to implementing the review and
enforcement system required if any set of business ethical standards is to be
effective. 25 Most firms will probably find that the suggested enforcement procedures should be tailored to mesh with their auditing, control, and board
committee structures already in place.
Depending on the particular firm's needs, it may also be advisable for a
separate set of written procedural regulations to be adopted to govern the review, confidentiality, exception-reporting, decisionmaking, and enforcement
aspects of the code of ethics. The use of procedural regulations would enhance
fairness while reducing potential and actual discrimination. Adequate procedures would also provide elementary due process and added respect for the
code system.
In order to minimize the complexity of the code's provisions, certain defined words of art have been used, for example, "disclose." These terms have
been separately defined in an Appendix that follows the model code. In some
instances, the word "disclose" will require different reporting procedures depending on the level of the manager or the type of activity involved.
For purposes of this article, the model code uses the term "professional
manager" to describe the officer or employee covered by the code's provisions. This wording has been selected to emphasize the professional aspects
of business management, as urged by Dean Austin, 256 and to avoid language related to a particular company or sex. Although the term "professional manager" includes an employee in the model code, some firms may find the word
manager to be ineffective in describing employees as well as officers. Other
companies may prefer to use a word that is directly related to their firm name,
such as "a professional Ambanker" or "an Amco professional."
The suggested code of ethics clearly goes beyond the present state of the law
into the difficult areas of ethics and morality. However, every effort has been
made to restrict the purely ethical considerations to those that might be generally accepted by the ever-evasive "majority" or "reasonably prudent business
manager" of contemporary society. 257 Rather than serving as a theoretical or
philosophical trial balloon, the code is designed to be a practical example that
might well be adopted by a business corporation. Consequently, the suggested
code is fully compatible with the corporate goal of maximizing business prof255.

See Coopers & Lybrand. supra note 16, at 22; TiE AMERICAN

ASSEMBLY,

THE

ETHICS

OF CORPORATE CONDUCT 5 (Rep. of 52nd Am. Assembly, 1977).

256. Austin, supra note 24, at. 54, 60.
257. See notes 204-235 supra and accompanying text.
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Rather than attempting to limit profits to some arbitrarily determined
reasonable level, the code strives to ensure that the actions of the company's
business managers in achieving those profits will be reasonable - that is, legal
and ethical.
In sum, the model code is designed to be just that - a compilation of example provisions that may be helpful in stimulating further thought. As such,
the code is likely to be subject to considerable criticism. Some will conclude
that it goes too far and meddles in the very heart of private business affairs.
(The provisions of Ethical Principle 1.3 and Appendix Paragraph II, relating
to disclosure outside the organizational structure, will certainly strike fear into
the hearts of some conservative business managers.) Others will assert that the
code fails to go far enough - that it does not force the company to place its
own interests behind the interests of society. If the suggested code is successful
at all, both sides will be, in a sense, correct. For in the final analysis, ethics, like
beauty and obscenity, 259 rests largely in the eye of the beholder.260
its.28

CODE OF BUSINESS RESPONSIBILITY
CANON 1. A Professional Manager Should Assist in Maintaining the Integrity

and Competence of the Business Community.261
ETHICAL PRINCIPLES

EP 1.1. The public and shareholders of this Company have a right to expect
that the business of this Company will be efficiently and competently performed by our officers and employees. 2 62 A professional manager should strive
for excellence 2 3 in performing his or her duties.
258. See notes 89-91 supra and accompanying text.
259. The famous statement concerning obscenity is by Mr. Justice Stewart: "I shall not
today attempt further to define the kinds of material I understand to be embraced within
that shorthand description; and perhaps I could never succeed in intelligently doing so. But
I know it when I see it ....
Jacobellis v. Ohio, 378 U.S. 184, 197 (1964).
260. See notes 92-94 supra and accompanying text.
261. See ABA CODE, Canon 1, supra note 50. "A Lawyer Should Assist in Maintaining
the Integrity and Competence of the Legal Profession." Id. at 3C.
262. See ABA CODE, Canon 1-1, 1-2, supra note 50: "A certified public accountant should
observe the profession's technical standards and strive continually to improve his competence
and the quality of his services." AICPA CODE, supra note 43, at 7. See Rules of Conduct 201-04,
id. at 22. "The Realtor should keep himself informed on matters affecting real estate in his
community, the state, and nation so that he may be able to contribute responsibly to public
thinking on such matters. National Association of Realtors, Code of Ethics, 3 (Art. 1) (1975)
[hereinafter cited as Realtor's Code]. "In justice to those who place their interests in his care,
the Realtor should endeavor always to be informed regarding laws, proposed legislation, governmental regulations, public policies, and current market conditions in order to be in a
position to advise his clients properly." Id., art. 2. The internal bank auditor standard provides: "An internal auditor shall have adequate technical training and proficiency." BANK
ADMINISTRATION INsTITTE, supra note 235, at 7.
263. David Rockefeller argues that a corporate policy of fairness demands a corporate
philosophy that encourages the pursuit of excellence. He adds that "the only way to attain
a higher corporate standard of ethics is to reward appropriately those who do the most and
the best ....
[C]ompanies that hold excellence in the highest esteem and create a climate
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EP 1.2. A professional manager should maintain a high level of integrity in
business conduct and should encourage other managers to do likewise. A manager should refrain from all illegal conduct, in personal and business affairs.
In doing so, the manager should support and obey both the language and the
spirit of the law, avoiding efforts to circumvent the law by devious means or
questionable interpretations. A professional manager should be able to rely
upon the opinions of lawyers, accountants, and other outside experts,

264

but

should not shirk the final responsibility of making the business decisions associated with those opinions.
EP 1.3. A professional manager should disclose, 265 as may be necessary and
appropriate, any illegal or unethical business activities by any director, officer,
or employee that are likely to have an adverse effect upon the business reputation or affairs of the Company.2 66 Although the manager should respect the
Company's organizational structure if possible, the integrity and interests of
the Company, its shareholders, and our business community may dictate that
the manager report such illegal or unethical activity directly to the Company's
audit committee, board of directors or legal counsel, or, as a last resort, to
appropriate governmental authorities.
RULES OF CONDUCT
RC 1-101. A professional manager should:
(a) Avoid all illegal conduct, both in business and personal matters;
(b) Adhere to the spirit and the language of the Canons, Ethical Principles,
and Rules of Conduct set forth in this Code;
(c) Avoid all conduct that could reasonably be expected to reflect adversely
upon the integrity of the Company or the manager.
A professional manager should disclose any knowledge that he or she may
obtain concerning any actual or potential violation of this Rule of Conduct by
any Company director, officer, or employee if the violation could reasonably be
expected to have an adverse effect upon the business integrity, reputation, or
267
affairs of the Company.
RC 1-102. A professional manager should perform his or her Company
duties in good faith, in a manner that he or she reasonably believes to be in
the best interests of the Company, and with the due care that a prudent professional in the same position would use under similar circumstances.268
which allows it to flourish will not only turn out to be best in a business sense but in an
ethical sense as well." Rockefeller, supra note 14, at 8, col. 2. This view of excellence as an
ethical quality seems to place the concept within Professor Fuller's "morality of aspiration."
See notes 30, 202 supra.
264.

See ALI-ABA MODEL Bus. CORP. Acr §35 (1975); FLA. STAT. §607.111(5) (1977).

265. As noted earlier in the text, the term "disclose" is used here and throughout the
Model Code as a term of art. The definition of "disclose" that would appear in the procedural or definition section of the code is set out in the appendix to this article.
266. See ABA CODE, DR 1-102, supra note 50, at 3C; AMA CODE, §4(5), supra note 57,
at 18.
267. See ABA CODE, DR 1-103, supra note 50, at 5C.
268. See ALI-ABA MODEL Bus. CORP. Acr §35 (1975); FLA. STAT. §607.111(4) (1977). The
internal bank auditor standard provides: "An internal auditor shall exercise due professional
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RC 1-103. A professional manager should not knowingly:
(a) Handle any Company matter that the manager knows, or should know,
that he or she is not competent to handle (unless another officer, employee or
outside expert or advisor who is competent to handle the matter is associated
269
to provide any necessary assistance);
(b) Assign any Company matter to a subordinate when the manager knows,
or should know, that the subordinate is not competent to handle the matter,
taking into account the assistance available to the subordinate from another
officer, employee, or outside expert or advisor;
(c) Handle any Company matter without preparation that is adequate under
the circumstances; 270 or
(d) Unnecessarily delay or neglect any Company matter entrusted to him or
271
her.
A professional manager who believes that he or she is violating, or is being
required or expected to violate, the provisions of this Rule of Conduct shall
disclose the apparent problem.
RC 1-104. In performing his or her Company duties, a professional manager should be entitled to rely upon information, opinions, reports, or statements, including financial statements and other financial data, presented or
prepared by:
(a) One or more officers, directors, or employees of the Company, but only
when the manager reasonably believes the individuals involved to be reliable
and competent in the matters presented; or
(b) The Company's legal counsel, public accountants, or other outside advisors, but only as to matters that the manager reasonably believes are within
the professional or expert competence of those advisors; or
(c) A committee of the Company's Board of Directors (on which the manager does not serve) duly designated in accordance with a provision of the Company's Articles of Incorporation or By-Laws, but only as to matters within the
committee's designated authority and which the manager reasonably believes
272
to merit confidence.
However, a professional manager should not be entitled to rely upon any
of the above sources if the manager knows, or should know after the exercise of
reasonable diligence, that the reliance is unwarranted. Moreover, reliance upon
any of the above sources does not relieve the manager from responsibility for
making any final business recommendation or decision that may be required.
RC 1-105. A professional manager should act within the authority that has
been legally delegated to him or her by the Company. In this regard, the mancare in the performance of all duties and in the fulfillment of all responsibilities." BANK
ADMINISTRATION

INsTrruTm, supra note 235, at 7.

269. See ABA CODE, Canons 6-1, 6-2, 6-3, DR 6-101 (A)(1), supra note 50, at 30C-31C;
AICPA CODE, Rule 201, supra note 43, at 22; AMA CODE, §8, supra note 57, at 51-52; NCNB
Code, supra note 14, §1(D); Levy & Sprague, Accounting and the Law: Is Dual Practicein the
Public Interest?, 52 A.B.A.J. 1110, 1112 (1966).
270. See ABA CODE, DR 6-101(A)(2), supranote 50, at 31C.
271. See id., Canon 6-2, DR 6-101(A)(3).
272. The standards here are essentially those of §35 of the Model Act. ALI-ABA MODEL
Bus. Coax'. Acr §35 (1975); FLA. STAT. §607.111(5) (1977).
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ager should be responsible for understanding the scope of his or her delegated
authority and for ensuring that his or her subordinates are informed concerning their authority. Without limiting the foregoing responsibilities, a professional manager has no authority to, and should not:
(a) Take any action that the manager knows, or should know, is in violation
of any statute, rule, or regulation;23 or
(b) Execute any note, contract, or other agreement on behalf of the Company except as may be provided in the Articles of Incorporation or By-Laws
of the Company or by a duly authorized resolution adopted by the Executive
Committee or the Board of Directors.
A professional manager who is uncertain whether he or she has authority to
act or whether a proposed action has been duly authorized shall seek prior
guidance from a superior officer or, when appropriate, from the Company's
legal department or outside legal counsel.
CANON

2. A Professional ManagerShould Preserve the Confidential Nature of
2

Business and Customer Information 74

ETHICAL PRINCIPLES
EP 2.1. A professional manager should ensure that all confidential and
proprietary information relating to the Company, its shareholders, and its existing and prospective customers and suppliers, acquired in the course of duty,
is used solely for Company purposes and is not provided to unauthorized persons or used for the purpose of furthering a private interest or making a per27 5

sonal profit.

EP 2.2. A professional manager should ensure that all material non-public
information concerning the securities, financial condition, earnings, and other
performance of the Company remains confidential, unless and until it is fully
27 6
and properly disseminated to the public.
EP 2.3. The obligation of a professional manager to preserve the confidential nature of business and customer information continues after termina2 77
tion of the manager's employment with the Company.

273. See notes 83-88 supra and accompanying text.
274. See ABA CODE, Canon 4. supra note 50, at 21C; AICPA CODE, Rule 301, supra note
43, at 23; AMA CODE, §9, supra note 57, at 53-55; NCNB Code, supra note 14, §1(C).
275. For other examples, see ABA CODE, Canons 4-I through 4-6, DR 4-101, supra note
50, at 21C-22C; Banker's Code, supra note 17, at 8-9. The ABA Code contains a "disclosure"
approach to the problem of a lawyer's use of information acquired from a client: "A lawyer
should not use information acquired in the course of the representation of a cilent to the
disadvantage of the client and a lawyer should not use, except with the consent of his client
after full disclosure, such information for his own purposes." ABA CODE, Canon 4-5, supra
note 50, at 22C.
276. See notes 103-05 supra and accompanying text.
277. See ABA CODE, Canon 4-6, supra note 50, at 22C. See generally Note, Attorney's
Conflict of Interest: Representation of Interest Adverse to That of Former Client, 55 B.U.L.
REv. 61 (1975).
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RULES OF CONDUCT
RC 2-101. Confidential or proprietary information (whether or not designated as such) relating to the Company, its shareholders, or its existing or
prospective customers, competitors, or suppliers, acquired in the course of
Company duty, should be used solely for Company purposes and shall not be
provided to any other person or firm or used in any way:
(a) For personal or private investment, business, or other purpose, regardless of whether the information is directly or indirectly provided to, or used
for the benefit of, the manager, his or her affiliates or immediate family, relatives, friends, or other persons, or any related business ventures; or
(b) As a basis for buying, selling, trading, or recommending the purchase,
sale, or trading of any securities of any person, firm, or business venture; or
(c) As a basis for buying, selling, trading, or recommending the purchase,
sale, or trading of any securities of the Company unless and until the information has been publicly disseminated by the Company in accordance with ap27
plicable securities laws.

8

RC 2-102. Confidential or proprietary information (whether or not designated as such) relating to the Company, its shareholders, or its existing or
prospective customers, competitors or suppliers, acquired in the course of
Company duty, should not be made available or communicated to other
directors, officers, or employees of the Company unless the transmission of the
information to such person will further the business needs and purposes of the
279
Company.
RC 2-103. The provisions of RC 2-101 and RC 2-102 continue to apply
after the termination of the manager's employment with the Company.
278. For another approach, consider the following: "(1) Confidential information with
respect to the bank and its customers, prospective customers, and suppliers acquired in the
course of duty shall be used solely for banking purposes and under no circumstances revealed
to unauthorized persons. (2) Confidential information which might reflect favorably or adversely upon the investment value or future market value of any business enterprise shall not
be used in any manner for the purpose of personal advantage or to provide advantage to
others. For example, confidential information coming to the Commercial Banking Department
shall not be used by the Trust Department in making investments for fiduciary accounts."
Banker's Code, supra note 17, at 2.
279. For other examples of this "need to know" approach, see Banker's Code, supra note
17, at 8-9; NCNB Code, supra note 14, §§III(C), V(B). Financial institutions, brokerage firms,
and other companies with fiduciary and commercial divisions should consider adopting an
additional Rule of Conduct with language similar to the following: "Information obtained
by officers and employees in the trust departments of the Company, in connection with their
duties in such departments, shall not be communicated to officers or employees in the commercial banking divisions of the Company. Likewise, officers and employees in the commercial
banking divisions of the Company shall not communicate information relating to customers
of the Company to officers or employees of the trust departments. Officers and employees of
the trust departments shall not use information obtained from officers and employees of the
commercial banking division in making or recommending any investment decision relating
to accounts held or managed in the trust departments." Banker's Code, supra note 17, at 2.
See amendments to 12 C.F.R. §917 proposed by the Comptroller of the Currency, 42 Fed. Reg.
56338 (Oct. 25, 1977) (prohibiting national bank trust departments from making investment
decisions on basis of material inside information available to bank's commercial departments
or directors).
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3. A ProfessionalManager Should Place the Interests of the Company
Ahead of Any Private Interests and Should Disclose the Facts in any Situation
280
Where a Conflict of Interests May Appear.

CANON

ETHICAL PRINCIPLES
EP 3.1. A professional manager should ensure that none of his or her outside personal, business, or investment activities unreasonably conflict with the
interests of the Company. 21 In all situations where an actual or potential
conflict of interests exists or may appear to others to exist, the manager should
disclose 2 3 2 all details of the activity and conflict.
EP 3.2. A professional manager should not use his or her position with the
Company for personal gain. 2 3 Likewise, a professional manager should sep280. See ABA CODE, Canon 5, supra note 50, at 24C; AICPA CODE, Rule 101, supra note
43, at 20-21; AMA CODE, §6, supra note 57, at 30-36; Austin, supra note 24, at 53, 60.
281. The Banker's Code of Ethics proposed by the American Bankers' Association provides: "(1) Officers and other employees shall not engage in business activity or employment
which interferes with their duties to the bank or its stockholders, divides their loyalty, or
allows a possibility of conflict of interest." Banker's Code, supra note 17, at 4.
Canon 5 of the ABA Code and the associated Ethical Considerations and Disciplinary
Rules govern the independence of lawyers. "A lawyer should exercise independent professional
judgment on behalf of a client." ABA ConE, Canon 5, supra note 50, at 24C. The Disciplinary
Rules cover seven primary areas:
5-101: Refusing employment when the interests of the lawyer may impair his independent
professional judgment;
5-102: Withdrawal as counsel when the lawyer becomes a witness;
5-103: Avoiding acquisition of an interest in litigation;
5-104: Limiting business relations with a client;
5-105: Refusing to accept or continue employment if the interests of another client may
impair the independent professional judgment of the lawyer;
5-106 Settling similar claims of clients; and
5-107: Avoiding influence by others than the client.
Id. at 27C-28C. "Attorneys must not allow their private interests to conflict with those of their
clients. . . . They owe their devotion to the interests of their clients. United States v.
Anonymous, 215 F. Supp. 111, 113 (E.D. Tenn. 1963).
282. The Code of Ethics of the National Association of Realtors emphasizes the disclosure
approach to conflicts of interest: "Article 8 - The Realtor shall not accept compensation from
more than one party even if permitted by law, without the full knowledge of all parties to
the transaction. Article 12 -The Realtor shall not undertake to provide professional services
concerning a property or its value where he has a present or contemplated interest unless
such interest is specifically disclosed to all affected parties. Article 13- The Realtor shall not
acquire an interest in or buy for himself, any member of his immediate family, his firm or
any member thereof, or any entity in which he has a substantial ownership interest, property
listed with him, without making the true position known to the listing owner. In selling
property owned by himself, or in which he has any interest, the Realtor shall reveal the
fact of his ownership or interest to the purchaser." Realtors Code, supra note 262, at 3-4.
The First Pennsylvania Corporation Code also emphasizes the disclosure approach in areas
of uncertainty: "Possible conflict of interest will not always fall into clear-cut categories.
When an activity falls into a 'grey area', discuss your question with your supervisor. Obtain
approval from company management." 1st Penn Employees Issued Booklet on Conflicts o
Interest, AMES. BANKER, July 12, 1977, at 22, col. 3.
283. "A bank's reputation for integrity is its most valuable asset and is determined by the
conduct of its officers and other employees. Each must manage his personal and business
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arate personal interests and considerations from activities and decisions relating
to the Company and its affairs.
EP 3.3. Except where expressly authorized by the terms of the manager's
employment agreement or compensation arrangements with the Company, a
professional manager should not directly or indirectly solicit or accept any fee,
commission, entertainment, gift, gratuity, property, discount, or loan for himself or herself or his or her affiliates or immediate family as compensation for
performing duties with the Company or for making, or causing the Company
to make, any business decision.284
EP 3.4. Except where expressly authorized by the Rules of Conduct, a professional manager should not directly or indirectly solicit or accept any fee,
commission, entertainment, gift, gratuity, property, discount, or loan for himself or herself or his or her affiliates or immediate family from any existing or
potential customer, competitor, or supplier of the Company.
EP 3.5. Except where expressly authorized by the Rules of Conduct, neither
a professional manager nor his or her affiliates or immediate family should
directly or indirectly solicit or receive any bequest or legacy from any customer, competitor, or supplier of the Company, or serve as executor, personal
representative, trustee, or guardian of an estate, trust, or guardianship estab8
lished by a customer, competitor, or supplier of the Company.2 5
RULES OF CONDUCT
RC 3101. A professional manager or his or her affiliates or immediate fain-

affairs so as to avoid situations that might lead to a conflict or even suspicion of a conflict
between his self-interest and his duty to the bank, its customers, and its shareholders. One's
bank position must never be used, directly or indirectly, for private gain, to advance personal interests, or to obtain favors or benefits for himself, a member of his family, or any
other person." Banker's Code, supra note 17, at 2. For the conflict of interest policies adopted
by the First National Bank of Ft. Worth, Texas, see DIREcroR PUBLICATIONS, INC., THE BANK
BOARD LETmR BONUS STUDY: A CODE OF ETHICS 1 (L. Davids ed.). For those of First Pennsylvania Corporation, see 1st Penn Employees Issued Booklet on Conflicts of Interest, supra note

282, at 3, col. 1. An extensive study of the conflict of interest area in the financial industry
appears in L. DAvms & A. DAvis, supra note 19. One of the more extensive federal regulatory
efforts designed to curb conflicts of interest in the banking industry is codified in regulations
adopted by the Federal Deposit Insurance Corporation as 12 C.F.R. §337.3 (1977). The regulations became effective May 1, 1976.
284. "Federal and State statutes make it a crime for a director or staff member of a bank
to receive anything of value for procuring a loan." Banker's Code, supra note 17, at 15. See,
e.g., 18 U.S.C. §215 (1970); FLA. STAT. §659-3(l) (1977).
285. The question of bequests and legacies from customers is considered in the American
Bankers' Association's Model Code of Conduct: "Officers, other employees, retired officers, and
employees and members of their immediate families shall not ordinarily accept directly or
indirectly any bequest or legacy from a bank customer except where such customer is a close
relative. If an officer, other employee, or a retired officer or employee learns of such a legacy
in a customer's will, he shall report all pertinent facts to management or the Board of
Directors." Banker's Code, supra note 17, at 3. See id. at 14-17. ABA Ethical Consideration 5-5
states in part: "Other than in exceptional circumstances, a lawyer should insist that an
instrument in which his client desires to name him beneficially be prepared by another lawyer
selected by the client." ABA CODE, supra note 50, at 24C.
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ily should purchase or lease assets or property from, or sell or lease assets or
property to, the Company only if:
(a) the transaction involves the purchase or lease of goods or services from
the Company in the ordinary course of the Company's business on terms and
conditions generally available to the public, less any standard Companyapproved employee discounts; or
(b) the details of the transaction are disclosed and prior approval is obtained, and the transaction is fair and reasonable to the Company at the time it
s6
is approved.
RC 3-102. A professional manager should not directly or indirectly take
personal advantage of a business opportunity that might reasonably be, or
appear to be, of interest to the Company unless the details of the opportunity
are disclosed and:
(a) the Company determines not to pursue the business opportunity; or
(b) prior approval is obtained for the manager to pursue or participate in
87
the business opportunity.2
RC 3-103. A professional manager should not directly or indirectly engage
in any business activity or make any investment that competes with the business interests and activities of the Company, 28 s except that a manager may own
less than ten percent (10%) of any class of securities of any firm if the class of
securities is registered under the Securities Exchange Act of 1934 or traded on
any recognized stock exchange or on the NASDAQ/OTC market. 289
286. See FLA. STAT. §607.124(1) (1977) (dealing with director conflicts of interest). See
notes 111-117 supra and accompanying text.
287. See notes 106-110 supra and accompanying text.
288. See notes 103-105 supra and accompanying text.
289. For other examples of permitted investments in public companies, see Banker's Code,
supra note 17, at 9-14. The AICPA ethical rules relating to "independence" are particularly
strict. Critics have recently argued that CPA's jeopardize their independence as auditors when
they earn fees by providing tax and management consulting advice to the companies they
audit. Should CPA's be Management Consultants?,Bus. WK:., April 12, 1977, at 70-73.
SEC guidelines for independence are similarly harsh. SEC Regulation §210.2-01 provides:
(b) The Commission will not recognize any certified public accountant or public accountant as independent who is not in fact independent. For example, an accountant will
be considered not independent with respect to any person or any of its parents, its subsidiaries, or other affiliates (1) in which, during the period of his professional engagement
to examine the financial statements being reported on or at the date of his report, he or
his firm or a member thereof had, or was committed to acquire, any direct financial interest or any material indirect financial interest; (2) with which, during the period of his
professional engagement to examine the financial statements being reported on, at the
date of his report or during the period covered by the financial statements, he or his
firm or a member thereof was connected as a promoter, underwriter, voting trustee, director, officer, or employee, except that a firm will not be deemed not independent in
regard to a particular person if a former officer or employee of such person ss employed
by the firm and such individual has completely disassociated himself from the person and
its affiliates and does not participate in auditing financial statements of the person or its
affiliates covering any period of his employment by the person. For the purposes of this
Sec. 210.2-01 the term "member" means all partners in the firm and all professional employees participating in the audit or located in an office of the firm participating in a
significant portion of the audit.
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RC 3-104. A professional manager may ethically accept reasonable business
gifts, meals, travel, and entertainment of nominal value in the ordinary course
of his or her employment with the Company.290 Although precise standards are
difficult to establish, generally an item of this type should not be considered
"reasonable" if the gift, meal, travel or entertainment (or any combination of
items received from the same firm or person), when measured in terms of:
(a) the standard of living, income, and business position of the manager;
and
(b) the ability of the manager to reasonably reciprocate on either a personal
or business basis; and
(c) the relative ability of the manager to control Company decisions relating
to the donor;
appears, or would reasonably appear to others, to be capable of influencing the manager's business judgment in conducting the Company's
affairs with the donor. If the gift or other item does not or may not meet these
standards of reasonableness, the manager should either:
(a) disclose the details of the gift or other item and seek prior approval to
accept it; or
(b) refuse or promptly return the gift or other item to the donor.
RC 3-105. A professional manager should not accept an invitation for any
business or other trip, the expenses of which are primarily paid by a source
other than the Company, if acceptance of the trip would adversely affect the
manager's judgment or decision in any Company matter or decision entrusted
to him or her. Without limiting this standard:
(a) A professional manager other than a Director or Executive Officer may
accept a business or business-related trip in excess of five hundred (500) miles
or one (1) night, the expenses of which are primarily paid by a customer,
competitor, or supplier of the Company, only if the details of the trip are disclosed and prior approval for the trip is obtained from the manager's department head; and
(b) A professional manager who is a Director or Executive Officer may accept or approve a business or business-related trip in excess of five hundred
miles (500) or one (1) night, the expenses of which are primarily paid by a
customer, competitor, or supplier of the Company, only if the trip:
(c) In determining whether an accountant may in fact be not independent with respect
to a particular person, the Commission will give appropriate consideration to all relevant
circumstances, including evidence bearing on all relationships between the accountant and
that person or any affiliate thereof, and will not confine itself to the relationships existing
in connection with the filing of reports with the Commission.
290. The Code of Worldwide Business Conduct issued by Caterpillar Tractor Co. in 1974
covers this area as follows: "Caterpillar employees shall not accept costly entertainment or
gifts (excepting momentos and novelties of nominal value) from dealers, suppliers, and others
with whom we do business. And we will not tolerate circumstances that produce, or reasonably
appear to produce, conflict between the personal interests of an employee and the interests of
the Company." Caterpillar Code, supra note 87, at 46. See NCNB Code, supra note 14,
§VI(C)(1) which provides: "Officers and other employees shall not accept gifts of more than
nominal value, excessive entertainment, or other unusual favors from customers, prospective
customers, or suppliers."
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[i] is in the best interests of the Company;
[ii] is otherwise consistent with the provisions of this Code of Ethics; and
[iii] is disclosed on the manager's Annual Compliance Audit Form.
RC 3-106. A professional manager and his or her affiliates and immediate
family should not directly or indirectly borrow money or obtain credit from
the Company 291 or any customer, competitor, or supplier of the Company unless:292

(a) the Company or the customer, competitor, or supplier engages in lending money or supplying credit in the ordinary course of business; and
(b) the loan or credit is granted on terms (including interest rates and
collateral) no more favorable than those available through the Company, customer, competitor, or supplier to comparable persons in similar transactions; 2 93
and
(c) the loan or credit is granted without reference to, or use of, the credit
standing, assets, or correspondent or other balances of the Company; 29 4 and
(d) the loan or credit complies with all applicable state and federal laws,
rules, and regulations.
This Rule of Conduct shall not preclude a manager from borrowing money
on a preferential basis from a relative who is also an existing or potential customer, competitor, or supplier of the Company provided that the manager discloses the details of the borrowing.
RC 3-107. A professional manager and his or her affiliates and immediate
family may purchase or lease goods and services from customers, competitors,
and suppliers of the Company in the ordinary course of business.295 However,
a professional manager or his or her affiliates or immediate family should accept or receive a trade or price discount (other than on or in connection with
a loan) from a customer, competitor, or supplier of the Company as a result of
his or her position with the Company only if:
(a) the discount is generally available to all officers and employees of the
Company under similar circumstances; or
(b) the discount represents an employee, wholesaler, supplier, or similar
291. See, e.g., FLA. STAT. §607.141 (1977) (loans to, and guarantees of obligations of,
corporate employees and officers); FLA. STAT. §659.17(1) (1977) (loans to state bank directors
and officers); Mann, Moral and Ethical Problems: Loans to Management and Compensation
Problems, 31 Bus. LAW. 1305 (1976).
292. For other examples, see Banker's Code, supra note 17, at 4; NCNB Code, supra note
14, §VI(C)(3).
293. This language is taken from the "preferential loan" disclosure requirements imposed
on banks and bank holding companies by the Securities and Exchange Commission. See Instruction 3 to Item 18(b) of Form 10-K, FED. SEC. L. REP. (CCH) 31,104; 17 C.F.R.
§210.9-05(b)(4) (SEC Schedule VIII, disclosing loans to directors, officers, and principal share-

holders of certain banks and bank holding companies). Rule 9-05 is proposed to be amended.
Securities Exchange Act Release No. 13,457 (April 21, 1977), FED. SEC. L. REP. (CCH) 181,127
(1977). A similar disclosure requirement may well be imposed on non-banking firms whose
officers enjoy preferential loans from the company's banks. See, e.g., Securities Exchange Act
Release No. 13,872 (Aug. 18, 1977). 42 Fed. Reg. 43,058 (1977).
294. Title VIII of the proposed "Safe Banking Act of 1977" imposes stringent restrictions
on correspondent bank loans. H.R. 9086, H.R. 9600, 95th Cong., Ist Sess., tit. VIII (1977).
295. See note 286 supra.
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discount that is generally available on comparable terms and conditions to
other persons or firms similarly situated.
RC 3-108. A professional manager or his or her affiliates or immediate family should receive a bequest or legacy from, or serve as an executor, personal
representative, trustee, or guardian of an estate, trust, or guardianship established by, a customer, competitor, or supplier of the Company only if:
(a) the bequest or legacy is received from, or the estate, trust or guardianship is established by, a relative of the manager and the matter is disclosed; or
(b) the bequest or legacy is received from, or the estate, trust, or guardianship is established by, a personal or family friend of the manager and the
matter is disclosed and prior approval is obtained.
RC 3-109. Except as permitted by RC 3-110, a professional manager should
not serve as a director, officer, employee, author, lecturer, instructor, advisor,
or consultant to, and directly or indirectly receive compensation for such
service from, a government agency, educational institution, company, business
venture, partnership, association, or individual, other than the Company, if
the position or relationship involves, or may reasonably appear to others to
involve, any of the following:- 6
(a) direct or indirect employment by, service for, or payment of compensation by a supplier, competitor, or customer of the Company; or
(b) the drafting, preparation, audit, or certification of any statements or
documents that may be used against the Company or that the Company may
rely upon in considering or taking any action; or
(c) the use of information, reports, or analyses that are primarily available
to the manager because of his or her position with the Company; or
(d) the material use of any of the equipment, supplies, property, goods, or
services of the Company; or
(e) a relationship or interlocking directorate that is prohibited by any federal, state, or local law, rule, or regulation;2 97 or
(f) any endeavor that may reflect adversely upon the reputation or integrity
of the Company; or

296. Some firms totally prohibit any outside employment. See, e.g., Banker's Code, supra
note 17, at 4, 17-21. First Pennsylvania Corporation, the parent holding company for Pennsylvania Bank, N.A., uses the following statement to govern outside employment: "Employees
should not hold any outside jobs which could interfere with their performance at First
Pennsylvania or its subsidiaries. Company officers should not consider outside employment
without written approval. Service as a director or officer of any organization requires the
approval of the president of the corporation, except in the case of nonprofit, religious, community, or civic organizations. If the organization is a borrower of the company, employees
are required to disclose their relationship with the organization in -writing to the secretary
of the corporaton." 1st Penn Employees Issued Booklet on Conflicts of Interest, supra note
282, at 3, col. 1, at 22, col. 3.
297. If directorships in other companies are prohibited by statute, a Rule of Conduct listing the specific restrictions may be advisable. For example, directors and officers of national
banks face particularly stringent restrictions. See 12 U.S.C. §78 (1970) (securities dealer); 15
U.S.C. §19 (1970) (other banks, trust companies, and stock mutual savings banks); 15 U.S.C.
§77jjj(b) (1970) (indenture trustee);. 15 U.S.C. §79q(C) (1970) (public utility holding company); 15 U.S.C. §80a-10c (1970) (registered investment company).
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(g) any endeavor that may, as a result of fatigue, tension, or lack of proper
relaxation, adversely affect dhe quality of work performed for the Company; or
(h) interference with the manager's working hours or responsibilities to the
Company; or
(i) any endeavor that affects, or may reasonably be expected to affect, the
manager's judgment or decision in any Company matter or decision entrusted
2
to him or her.

98

RC 3-110. A professional manager may serve in a position restricted by RC
3-109 only if the details of the position and relationship are disclosed and
prior approval of the position or relationship is obtained.2 99
RC 3-111. A professional manager should serve as a speaker, author, or
lecturer on professional, political, and other matters only if the following conditions are met:
(a) The service or endeavor is not restricted by RC 3-109 or, if it is so restricted, the manager makes the disclosures and obtains the prior approval
required by RC 3-110; and
(b) Where necessary or advisable to ensure objectivity or to protect the independence of the Company, the manager effectively indicates that the remarks
300
do not necessarily represent the official position of the Company.
All income, royalties, and honorariums from the engagement or endeavor
may generally be retained by the manager, but the manager must pay any
extra expenses associated with the endeavor, unless prior approval is obtained
for the Company to pay all or part of those expenses. However, all income,
royalties, and honorariums resulting from a Company work product prepared
primarily at the direction of the Company or for Company purposes should be
paid to the Company, unless prior approval is obtained for a different arrangement. 01

298. A good list of outside activities involving potential conflicts appears in Banker's
Code, supra note 17, at 17-18. "A banker should engage in no outside business activities
which interfere with his duties to the bank, divide his loyalty, or allow a possibility of conflict of interest." Banker's Code of Ethics in id. at 5. "The Realtor shall not recommend or
suggest to a principal or a customer the use of services of another organization or business
entity in which he has a direct interest without disclosing such interest at the time of the
recommendation or suggestion." Standard of Practice 16.1 in Realtors' Code, supra note 262,
at 6.
299. See FLA. STAT. §§112.313(3), (7), 112.3141(2) (1977) (regulating business activities and
outside employment by public officers and employees). Taken together, RC 3-109 and RC
3-110 permit outside relationships with no prior approval so long as factors likely to lead to
a conflict of interests are not involved. Even the rather strict personal standards suggested for
internal bank auditors do not absolutely prohibit outside employment: "An internal auditor
should not accept employment or participate in activities that compete or otherwise oppose
the lawful objectives of the organization. Loyalty reflects integrity and credibility. Relationships which may, even by implication, raise doubt concerning the auditor's loyalty to the
bank must therefore be avoided." BANK ADMINISTRATION INSTITUTE, supra note 235, at 16. See
NCNB Code, supra note 14, § VI(B)(1).
300. The SEC emphasizes this approach for members of the Commission and Staff.
301. See Banker's Code, supra note 17, at 18-21.
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4. A Professional Manager Should Avoid Even the Appearance of Im30 2
propriety in Business Matters.

ETHICAL PRINCIPLES
EP 4.1. Continuation of the American free-enterprise system requires that
the public have confidence in this system and, particularly, in the ethical conduct of its business leaders. 30 3 Consequently, a professional manager should
strive to promote public confidence in our business system by avoiding not only
ethical impropriety but also the appearance of ethical impropriety in business
matters.
EP 4.2. A professional manager should exercise prudence and restraint in
personal financial affairs, including speculative investments and margin accounts, in order to avoid debts or other financial obligations that are, or might
appear to be, significantly out of proportion to the manager's financial statement and personal or family financial condition. 30 4
EP 4.3. Although a professional manager should be encouraged to participate freely and actively in the political process, the manager should ensure
that such activities are separated from those of the Company. 30 5 Except where
expressly permitted by the Rules of Conduct, no Company assets, funds, or
loans should be used for political purposes. 30 6 All contributions for political
302. See ABA CODE, Canon 9, supra note 50, at 46C.
303. "A certified public accountant should conduct himself in a manner that will enhance
the stature of the profession and its ability to serve the public." Ethical Principles in
AICPA CODE, supra note 43, at 7. "A lawyer should maintain high standards of professional
conduct and should encourage fellow lawyers to do likewise." ABA CODE, Canon 1-5, supra
note 50, at 3C. "(The Realtor) should endeavor to eliminate in his community any practices
which could be damaging to the public or bring discredit to the real estate profession."
Realtors' Code, supra note 26, at 3 (art. 3). Note also the following provision with respect to
banking: "Our nation has entered an era which has been characterized as the age of the
consumer. Almost all the institutions of our society are being challenged. Banking is being
called on constantly to prove that private institutions through voluntary action are capable
of solving the difficult problems of today and meeting the growing needs of tomorrow. It is
essential that banks maintain and enhance their established reputation for performance and
integrity." Banker's Code, supra note 17, at 1.
304. See Banker's Code, supra note 17, at 3, 5, 9-14. Commercial bank codes sometimes
prohibit an officer from having or maintaining a margin account or from buying or selling
puts or calls. Id. at 10, 11. The New York Stock Exchange requires that its members avoid
handling speculative accounts for bankers unless prior written approval has been obtained
from the employer. Rule 407(a)(3), New York Stock Exchange, 2 NYSE GuIDE (CCH) 2,407.
305. "Officers and other employees are encouraged and urged to participate in civic organizations and political activities provided such participation does not unduly interfere with
their duties or bring detriment to the bank." Banker's Code, supra note 17, at 4.
306. The Caterpillar Code provides "Caterpillar will not contribute money, goods, or
services to political parties and candidates, or support them in any way." Caterpillar Code,
supra note 87, at 46. The Elements of Global Business Conduct developed by the United

States Chamber of Commerce states the corporate political commitment as follows: "To refrain from any involvement in partisan political activity. The affiliate may, however, communicate its public positions through appropriate channels on issues relating to its business
operations." BusiNEss INTERNATIONAL, supra note 19, at 50. The code of ethics drafted by

the 24-nation Organization for Economic Cooperation and Development prohibits political
bribes and permits political donations only to the extent allowed by the laws of the particular host nation. The 29 Commandments, supra note 17.
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purposes should be made pursuant to law and accurately reflected in the
Company's books.
EP 4.4. Except for campaign contributions and lobbying expenditures designated as such and authori2ed or permitted by applicable law in the jurisdiction for which the election is held, no fee, commission, property, bribe, or any
other compensation should be offered or paid directly or indirectly by a professional manager to, for, or on behalf of, any elected, appointed, or ruling
government official or head of state, in the United States or abroad, for the
purpose of influencing in any way any decision by or within the influence of
7
such official or head of state.!=

EP 4.5. If a professional manager has previously performed government or
public service, or is presently performing such service, the manager should not
perform activities for the Company in connection with any specific matter for
which the manager had or has substantive responsibility as a government or
public servant. 30 8

307. The model code essentially prohibits "questionable payments" regardless of the
customs or practices of the nation involved. The question of whether a fee is a legitimate
commission or a payoff is often hazy in many foreign nations and no code provision can
handle all the grey areas. See, How Companies React to the Ethics Crisis, supra note 14, at
79. Some businessmen have argued that fees permitted by local custom in the particular
nation should not be prohibited, even if the payment is unethical or illegal by United
States standards. See SECURITIES AND EXCHANGE COMMISSION, supra note 4, at 58; Editorial:
Business Ethics, supra note 2, at 100; Wall St. J., July 9, 1976, at 1. (Quoting Charles Bower,
Chairman of Booz, Allen & Hamilton, who described persons concerned with American business corruption abroad as "a bunch of pipsqueak moralists running around trying to apply
U. S. puritanical standards to other countries.") To be sure, disclosure rather than absolute
prohibition may be in order in the grey areas surrounding the questionable payment issue.
See, e.g., Blumberg, supra note 13, at 6; Securities Exchange Act Release No. 13,185 (Jan. 19,
1977), 42 Fed. Reg. 4,854 (1977). However, if the code of ethics is to have any serious impact
on improving public confidence in business operating in the United States, a uniform, international ban on bribery and questionable payments seems necessary. See Greene, supra note
22. "The only sure guide in this admittedly murky area of business ethics is to do abroad
what we are required to do at home. Only in that way, it seems to me, can we be assured of
retaining the support of the American public and their elected representatives ....
My conclusion is that we must take this . . . approach to business dealings overseas, first, because it
is the right thing to do, second, it is what the American people expect of us." Id. at 27.
CPA Walter Beran argues: "To suggest that Americans and American business must submit to less than desirable practices in order to do business in foreign countries, while submitting to ethical conduct at home, is totally inconsistent, absurd, and beneath comment.
Ethics . . . transcends circumstances. An ethical man is on his good behavior when he is
away and not just when he is at home; and so it must be in business and in whatever and
wherever humans deal with one another -and that includes the halls of government." Beran,
supra note 2, at 604. Professor Phillip Blumberg takes the same position: "In the end, the
problem comes down to individuals and their personal sense of morality. There are not two
settings for moral judgment: the United States and abroad. Persons participating in illegality
and immorality abroad will inevitably behave in the same manner at home." Blumberg, supra
note 13, at 7.
308. See, e.g., FLA. STAT. §§112.313(3), (7), 112.3141(2) (1977) (imposing restrictions on
business and outside employment by public officers and employees); 17 C.F.R. §§200.735-8,
231.1934 (relating to practice before SEC by former members and employees).
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RULES OF CONDUCT
RC 4-101. A professional manager should take an active role in the political
process and should support the political candidates and parties of his or her
choice only so long as:
(a) the activities are consistent with the provisions of this Code of Ethics
and all applicable laws, rules, and regulations (including those relating to
conflicts of interest and ethical improprieties by government officials); and
(b) the activities do not unreasonably interfere with the manager's ability to
perform his or her Company duties in an objective, timely, and satisfactory
manner.
RC 4-102. A professional manager should become a candidate for election
to a federal, state, or local office, or serve as the chairperson or treasurer of a
campaign committee for any such candidate or any political party only if:
(a) the details of the position or assignment are disclosed; and
(b) prior approval to accept the position or assignment is obtained.
RC 4-103. While participating in the political process as a candidate, campaign worker, or otherwise, a professional manager should use or permit the
use of the Company's personnel (other than on a volunteer basis), supplies,
materials, stationery, postage, telephones, copying machines, offices, premises,
office furniture, vehicles, airplanes, or any other property of the Company only
if:
(a) the use is permissible under all established Company policies and all
applicable laws, rules, and regulations. 309 and
(b) the use is reported as a campaign contribution or otherwise disclosed if
and to the extent required by any applicable laws, rules, or regulations; and
(c) the details of the use are disclosed and, following review and written
authorization by the Company's legal department, 310 prior written approval for
the use is obtained from the Chief Executive Officer of the Company.
This Rule of Conduct is not intended to prohibit or restrict a manager
from engaging in occasional telephone or office conversations of a political
nature or from sending or receiving occasional personal or business correspondence of a political nature so long as the activities are nominal and do not
involve any material commitment of Company funds, property, or personnel. 31'
RC 4-104. A professional manager should not make, or reimburse any person
or firm for the making of, any contribution, expenditure, or payment directly
or indirectly out of the Company's funds, or from or on behalf of the Company, directly or indirectly to or for the use or benefit of, or in support of or in
3 12
opposition to, any political party or candidate.
309. See notes 83-88 supra.
310. Legal department review seems advisable because of the uncertainties surrounding
"in-kind donations" of various types. For example, the term "contribution" under the Florida
act includes those "in kind having an attributable monetary value in any form, made for the
purpose of influencing the results of an election." FLA. STAT. §I06.011(3)(A) (1977).
311. Although this paragraph is less than perfect in creating the noted exception, it
demonstrates both the danger of potentially overbroad or blanket prohibitions and the
difficulty of drafting adequate exceptions.
312. The absolute prohibition set out in the model code may be unacceptable to some
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RC 4-105. Except as permitted by RC 4-103, all services and goods furnished
by the Company to any political party, candidate, or committee shall be
furnished in the ordinary course of business, at prices, rates, terms, and conditions comparable to those offered to the public, in compliance with all applicable laws, rules, and regulations.313
RC 4-106. A professional manager may make a contribution, expenditure,
or payment directly or indirectly out of the Company's funds, or from or on
behalf of the Company, directly or indirectly (including permissible lobbying
activities) to or for the use or benefit of, or in support of or in opposition to,
any political, legislative government, or civic issue (but not a political party or
candidate) only if:
(a) the disbursement is permissible under all established Company policies
and all applicable federal, state, and local laws, rules, and regulations; and
(b) the disbursement is duly and accurately described and recorded in the
appropriate books and records of the Company; 31I and
(c) the details of the disbursement are disclosed and prior written approval
of the disbursement is obtained from the Chief Executive Officer of the Company.
RC 4-107. Except for campaign contributions and lobbying expenditures
authorized by these Rules of Conduct, no fee, commission, property, bribe, or
any other compensation shall be directly or indirectly made, offered, or paid
by a professional manager to any elected, appointed, or ruling government
official or head of state, in the United States or abroad, for the purpose of influencing in any way any decision by or within the influence of such official or
head of state. In order to guard against the appearance of any ethical impropriety in this area, a professional manager should abide by the following
policies:
(a) No contribution, expenditure, or payment should be made directly or
indirectly to any elected, appointed, or ruling government official or head of
state, in the United States or abroad, for any reason or in any amount, unless:
[i] the disbursement is permissible under all established Company policies
and all applicable laws, rules, and regulations; and
[ii] the disbursement is duly and accurately described and recorded in the
appropriate books and records of the Company; 315 and
[iii] the details of the disbursement are disclosed and prior approval for the
disbursement is obtained from the Chief Executive Officer of the Company, except that such disclosure and approval shall not be required if the disbursement is for:
[a] legal, medical, accounting, real estate, engineering, or similar services, or
for goods or property, legally purchased or leased by the Company in the
companies. If cash contributions are to be permitted, RC 4-104 should be revised to require
disclosure to, and prior approvd from, an appropriate senior officer. Strict audit controls

should also be included.
313. See, e.g., FLA. STAT. §§106.011(3), .16 (1977).
314. See, e.g., Securities Exchange Act Release No. 13,185 (Jan. 19, 1977), 42 Fed. Reg,
4.854 (1977).

315. See id.
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ordinary course of business from an official whose government duties are parttime in nature; or
[b] the regular payroll compensation and benefits for a Company employee
who legally holds a part-time elected or appointed position as a government
official pursuant to RC 4-102.316
(b) Any business gifts, meals, travel, entertainment, or other acts of hospitality provided by or on behalf of the Company to, or for the use or benefit of,
any elected, appointed, or ruling government official or head of state, in the
United States or abroad, should be of such a reasonable nature and scope as to
avoid compromising the integrity and reputation of the recipient or the Company in the event the full details of the entertainment or other matter should
be disseminated to the public.31 7
(c) Except for a Company employee who legally holds a part-time elected or
appointed position as a government official pursuant to RC 4-102 and travels
on Company business,3 18 no elected, appointed, or ruling government official or
head of state, in the United States or abroad, should be permitted to use or
travel in the Company's airplanes3 9 at any time, regardless of whether the airplane is already scheduled in any manner, unless:
[i] the details of the trip are disclosed and approved in writing by the Chief
Executive Officer of the Company; and
[ii] the trip is directly related to the business and activities of the Company;
and
or
[iii] the details of the trip, including the name of the government official
3 20
head of state, are duly and accurately recorded in the airplane's flight log.
RC 4-108. A professional manager should obey both the language and the
spirit of this Code of Ethics and should construe its provisions in a manner
that will protect the integrity and reputation of the Company and the manager. In the event that this Code of Ethics should appear to be ambiguous as
to whether any particular activity may or may not be restricted by a provision
of the Code, the manager should either:
(a) Request advance clarification 3 2' by filing a written request for an opinion
from the Company's legal department; or
(b) Assume that the particular activity is restricted by the Code provision.
316.
317.

See, e.g., FLA. STAT. §§112.313(3), (7), 112.3141(2) (1977).
See Fr.A. STAT. §112.313(2) (1977), prohibiting any gift "that would cause a reasonably

prudent person to be influenced in the discharge of official duties" or "that is based upon
any understanding that the vote, official action, or judgment of the public officer, employee,
or candidate would be influenced thereby."
318. Any such employee must carefully consider his or her actions in light of statutes
such as FLA. STAT. §112.313 (1977).
319. For some reason, use of Company airplanes is a particularly sensitive area to the
press, a firm's independent auditors, and Internal Revenue Service examiners. Other asset
uses that gain a similar level of visibility may require corresponding special treatment in the
code.
320. Company attorneys and managers should expect that the log will be routinely examined by the firm's internal and independent accountants and by Internal Revenue Service
agents.
321. This provision imposes a disclosure requirement in grey areas, as suggested by Dean
Austin. Austin, supra note 24, at 57-61.
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RC 4-109. A professional manager should not convert property or assets of
the Company to, or use Company funds to purchase or otherwise acquire property for, the personal use of the manager or his or her affiliates or immediate
family. Any incidental personal use of Company property that may from time
to time occur should be:
(a) permissible under all established Company policies and all applicable
laws, rules, and regulations; and
(b) in the best interests of the Company; and
(c) nominal in value and of such a reasonable nature and scope as to avoid
compromising the integrity and reputation of the manager and the Company
in the event the full details of the use should be disseminated to the Chief
22
Executive Officer of the Company and/or to the public.A

RC 4-110. A professional manager should file all reports required below in
323
a timely and accurate manner:
(a) Outside Relationships. A professional manager should report to the
Company any and all positions held by the manager during the disclosure
period as
[i] a director, officer, partner, or employee of, or
[ii] a paid author, lecturer, instructor, advisor, or consultant for, any government agency, educational institution, company, business venture, partnership, association, or individual, other than the Company. This information
should be reported:
(a) as and when advance disclosure of the relationship may be required by
this Code of Ethics; and
(b) on Form ------, within ten (10) calendar days after the position or
relationship is obtained or approved (whichever is earlier); and
(c) on Form ------- on or before January 31 of each year that the manager remains an officer or employee of the Company.
Each such report should indicate any and all salaries, royalties, and other
compensation (whether in money or property) directly or indirectly received,

322. RC 4-109 is a compromise answer to the very difficult area of personal use of company property. Rather than taking an idealistic approach that would prohibit any and all
personal use, the model code provision follows a realistic approach based upon de minimus
use. In most companies, employees make at least some personal use of firm property. For
example, many senior executives dictate an occasional personal letter for typing and mailing.
RC 4-109 recognizes that such nominal uses may be considered informal fringe benefits consistent with company policy. Consequently, a manager engaging in such accepted practices
need not lie or otherwise convince himself that he has not violated a provision that absolutely prohibits any and all personal use of company property. See notes 334-344 infra and
accompanying text. However, the fringe benefit aspect of this type of use should be considered in light of recent securities and tax law proposals such as those cited in note 6, supra.
323. The numerous disclosure forms in the model code are designed to provide an adequate system of monitoring and control. See Coopers & Lybrand, supra note 16, at 22. RC
4-110 applies to all managers, including executive officers. RC 4-111 applies only to executive
officers. Some firms may conclude that all persons governed by the code should file the
reports required by both RC 4-110 and RC 4-111. Other companies may utilize different
subdivisions or categories of employees or reports, for example, requiring all managers, employees, or officers, to file the loan information required by RC 4-111(a).
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or to be received, by, or for the use or benefit of, the manager or his or her
affiliates or family as a result of the outside relationship held by the manager.
(b) Transactions with Company. A professional manager should report to
the Company any and all transactions in which the manager or his or her
affiliates or immediate family directly or indirectly purchase or lease assets or
real or personal property from, or sell or lease assets or personal property to,
the Company, unless the transaction involves the purchase of goods or services
from the Company in the ordinary course of the Company's business on terms
and conditions generally available to the public, less any standard Companyapproved discounts. This information should be reported:
[i] as and when disclosure may be required by RC 3-101; and
, on or before January 31 of each year that the man[ii] on Form
3 24
ager remains an officer or employee of the Company.
(c) Regulatory Disclosure Reports. A professional manager should file with
8 25
the Company a copy of any and all of his or her financial disclosure forms,
3 27 and statements of
32
statements of interest, 1 personal financial statements,
securities ownership 328 that are filed by or on behalf of the manager with any
federal, state, or local government or agency, in the United States or abroad,
not later than ten (10) calendar days after the report, form, or statement is
filed with the applicable government or agency.
(d) Business Gifts and Similar Items. A professional manager should report
to the Company any and all gifts, meals, travel, or entertainment with a retail
value in excess of One Hundred Dollars ($100.00) provided to, given for the
use of, or donated on behalf of, the manager or his or her family as a result of,
or in connection with, the manager's position with the Company, by or on
behalf of any customer, competitor, or supplier of the Company. For purposes
of this requirement:
[i] gifts, meals, travel, and entertainment received during any calendar year
from any one customer, competitor, supplier, or any affiliated group of such
individuals or firms should be aggregated in determining the One Hundred
Dollars ($100.00) in value; and
[ii] meals, travel, and entertainment that have a direct and reasonable business purpose in the best interests of the Company and that are consistent with
the provisions of this Code of Ethics should not be reported or included in
determining the One Hundred Dollars ($100.00) in value.

324. The disclosures required by this provision, and by other provisions, may be helpful
to the firm's attorneys in preparing the company's proxy statements and Form 10-K Reports.
For an example of the SEC disclosure requirements, see SEC Form 10-K, Fr. SEc. L. REP.
(CCH) fff3l102-21.

325. See, for example, the forms required by FLA. STAT. §§112.313, .3141, .3145 (1977).
826. For example, the "statement of interest" forms required to be filed by national bank
directors. 12 C.F.R. pt. 23 (1977) (Form CC-9030-29).
227. For example, the personal financial statements required to be submitted by bank
directors.
328. For example, Securities and Exchange Commission Form 4, filed pursuant to 15
U.S.C. §78p(a) (1970) and 17 C.F.R. §§240.16a-1 through 241.3040. See notes 164-165 supra
and accompanying text.
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This information should be filed on Form -------- annually as of December 31, not later than January 31 of the following year.
RC 4-111. A professional manager who is an Executive Officer should file
all reports and disclosure forms required below, in addition to the reports and
disclosure forms required by RC 4-110, in a timely and accurate manner:
(a) Loans, Lines of Credit, and Other Indebtedness. A professional manager
who is an Executive Officer should report to the Company any and all loans,
overdraft advances, lines of credit (whether or not drawn down), acceptances,
letters of credit, and securities repurchase agreements incurred or obtained
from any source by, or for the direct or indirect use or benefit of, the manager
or his or her affiliates or immediate family:
[i] on Form ------- within ten (10) calendar days after the indebtedness
is incurred, obtained, or approved (whichever is earlier); and
oil or before January 31 of each year that the man[ii] on Form --------------of the Company.
an
officer
or
employee
ager remains
For purposes of this subparagraph (a), credit card, overdraft, executive
credit, and similar lines of aedit (but not including margin accounts) of Five
Thousand Dollars ($5,000.00) or less each should be reported as lines of credit
when the line is approved or increased, and individual borrowings or extenas they
sions of credit thereunder also should be reported, on Form .
exist on December 31.329 A margin account should be reported as a line of
credit and as each advance or borrowing is made thereunder.
(b) Financial Statements. A professional manager who is an Executive Officer should file with the Company a personal financial statement on Form
, as of December 31 of each year that the manager remains an officer
or employee of the Company, and not later than January 31 of the following
330

year.

(c) Income Tax Returns. A professional manager who is an Executive Officer should file with the Company a copy of the manager's Federal and State
income tax returns, including copies of all forms and exhibits attached thereto,
for each calendar year (or portion thereof) during which the manager is an
officer or employee of the Company, not later than May 15 of the following
year.331
(d) Annual Compliance Audits. A professional manager who is an Executive Officer should file Annual Compliance Audit Form -------- annually as
33 2
of December 31, and not later than January 31 of the following year.

329. The burden of reporting individual credit card borrowings would be excessive;
consequently, the provision only sequires that the maximum approved line of credit be reported. Outstanding balances due as of the statement date would appear on the manager's
personal financial statement.
330. Depending upon the industry involved and the sensitivity of the matter in the eyes
of senior management, the requirements for filing personal financial statements and income
tax returns may not be particularly popular. However, taken together the two items provide
a significant check against financial irregularities that might not otherwise be subject to
verification and audit. Confidentiality within the organization, of course, is absolutely
essential.
331. See note 330 supra.
332. For example, see Banker's Code, supra note 17, at 21-24. The audit form or ques-
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CANON 5. A Professional Manager Should be Honest in Dealing with the
Public and with the Company's Officers, Directors, Employees, Experts, and
333
Customers.
ETHICAL PRINCIPLES
EP 5.1. A professional manager should be open and honest in his business
relationships with other officers and employees of the Company, the board of
directors of the Company, and the lawyers, accountants, and other professionals
retained by the Company. In this regard, honesty requires the furnishing of all
information that the manager has that would be material to a given decision.
The failure to furnish information that is known or thought to be necessary,
or the provision of information that is known or thought to be inaccurate, misleading, or incomplete, is unacceptable.
EP 5.2. In order to preserve confidence in the information and advertising
disseminated by our nation's businesses, a professional manager should strive
to ensure that all information, advertising, and other statements released to
the public by the Company are not misleading and do not omit to state any
material fact necessary to make the information, advertising, or statements not
misleading under the particular circumstances involved.
RULES OF CONDUCT
RC 5-101. A professional manager should strive to ensure that the books,
records, and accounts of the Company accurately and fairly reflect the Company's operations, transactions, and acquisitions and disposition of assets. A
professional manager should not directly or indirectly falsify, whether by
alteration, destruction, omission, inaccuracy, or otherwise, any of the Company's books, records, accounts, or documents. 334
tionnaire used by the company's securities counsel in preparing proxy statements, Form 10-K
Reports, and registration statements should be helpful in preparing a thorough .Compliance
Audit form. See note 324 supra.
333. In a 1976 speech before the National Leadership Conference of the American
Medical Association, author Ivan Hill argued: "In reference to honesty as a beginning point
for ethics, we have been studying numerous codes of ethics for various professional and trade
associations. In many of these codes, the word honesty is used very sparingly or not at all. In
reviewing conferences among business groups, it appears the participants have a great
hesitancy to use the word "honest". They seem to prefer phrases such as unprofessional conduct, non-acceptable professional manner, lack of loyalty .... It is much nicer, more gentlemanly, even less dangerous, to ask a man if he is being unethical rather than asking him if
he has been lying or stealing. Honesty does not simply mean not lying and not stealing.
Honesty must be affirmative. It is being forthright and truthful." Hill, supra note 2, at 346.
David Rockefeller quotes Hill as saying, "When you leave honesty out of ethics, you are left
with hypocrisy." Rockefeller puts this same concept a different way: "[A] corporate code of
ethics is a hollow platform if it lacks honesty as a base." Rockefeller, supra note 14, at 8,
col. 2. In his essay on corporate morality, Professor Phillip Blumberg adds: "Honesty is not
merely the best policy. It is the only policy." Blumberg, supra note 13, at 7.
334. The SEC has proposed new rules that would require 1934 Act companies to:
(1) Maintain books and records accurately reflecting the transactions and dispositions of
assets of the issuer; and
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RC 5-102. A professional manager should not directly or indirectly make
any statement to any director, officer, or employee of the Company, or to any
lawyer or accountant retained by the Company, or to any government agency
or regulator, if the statement relates to the Company's business and:
(a) is false or misleading in any material respect; or
(b) omits to state any material fact necessary to make the statement not
misleading in light of the circumstances under which it was made.3 3s 5
RC 5-103. A professional manager should not permit the Company to issue
any securities by means of any transaction, prospectus, or registration statement, or to solicit proxies from security holders, if the manager knows, or
should with the exercise of reasonable care know, that the documents or
representations:
(a) employ any device, scheme, or artifice to defraud any person; 336 or

(b) involve any transaction, practice, or course of business that operates or
would operate as a fraud or deceit upon the purchaser or security holder;337 or
(c) involve any untrue statement of a material fact, or any omission to state
a material fact necessary in order to make the statements made not misleading
338
in light of the circumstances under which they were made.
RC 5-104. Except as may be permitted by the rules and regulations of the
Securities and Exchange Commission (SEC), a professional manager who is an
Executive Officer of the Company should not:
(a) purchase and sell, or sell and purchase, any equity security of the Company (regardless of whether the same shares are involved) within any con(2) Maintain an adequate system of internal accounting controls designed to provide reasonable assurance that specified objectives are satisfied.
The same SEC Release also proposes new rules that would explicitly:
(I) Prohibit the falsification of an issuer's accounting records; and
(2) Prohibit the officers, directors, or stockholders of an issuer from making false, misleading, or incomplete statements to an accountant engaged in an examination of the
issuer.
Securities Exchange Act Release No. 13,185 (Jan. 19, 1977), 42 Fed. Reg. 4854 (1977). As the
release indicates in a footnote, these proposals "in large measure . . . codify existing law
rather than create new obligations. One who, for example, falsifies corporate records or
deceives corporate auditors would, depending on the facts and circumstances involved, have
engaged under present law in a violation of the antifraud provisions of the federal securities
laws." Id. at n.l.
Public Law 95-213, popularly known as the Foreign Corrupt Practices Act of 1977, amends
the Securities Exchange Act of 1934 to make it unlawful for an issuer of securities registered
pursuant to Section 12 of the Act, or an issuer required to file reports pursuant to Section
15(d) of the Act, to make certain payments to foreign officials and other foreign persons. The
Act also requires such issuers to maintain accurate records. Foreign Corrupt Practices Act of
1977, Pub. L. No. 95-213, 91 Stat. 1494 (1977). Liability may also arise under various state
statutes. See, e.g., FLA. STAT. §§817.03, .05, .15, .16 (1977).
335. See note 334 supra.
336. The standard is primarily taken from Securities Act §17(a), 15 U.S.C. §77q(a) (1970)
and Rule lOb-5, 17 C.F.R. §240.10b-5 (1977).
337. See note 336 supra.
338. The standard is primarily taken from the sources indicated in note 336 supra and
Securities Act § 12(2), 15 U.S.C. §771 (1970), and Proxy Rule 14a-9, 17 C.F.R. §240.14a-9 (1977).
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secutive period of six (6) months (whether by exercise of stock option, ex-

change offer, conversion or otherwise); 339 or
(b) fail to report any change in his or her beneficial ownership of the Com-

pany's equity securities on SEC Form 4;340 or
(c) directly or indirectly sell any equity securities of the Company that the
manager does not own, or fail to deliver any sold equity securities of the
Company within the time prescribed by law, rule, or regulation ("short sales"
or "sales against the box").341

RC 5-105. A professional manager should strive to ensure that all information, advertising, 342 and other statements released to the public by or on behalf of the Company:
89. See Securities Exchange Act §16(a), (b), 15 U.S.C. §78p(a), (b) (1970). See notes
164-65 supra and accompanying text.
340. See note 164 supra.
341. See Securities Exchange Act §16(c), 15 U.S.C. §78p(c) (1970).
342. A detailed inquiry into the legal and ethical standards that should govern advertising practices is beyond the scope of this article. However, the subject has received considerable
study elsewhere. See J. HowARD & J. HuLBERT, ADVERTISING AND THE PUBLIC INTEREST (1973);
Grimes, Control of Advertising in the United States and Germany: Volkswagen has a Better
Idea, 84 HAv. L. REv. 1769 (1971); Millstein, The Federal Trade Commission and False
Advertising, 64 CoLum. L. REv. 439 (1964); Pitofsky, Beyond Nader: Consumer Protection and
the Regulation of Advertising, 90 HARv. L. REv. 661 (1977); Developments in the Law Deceptive Advertising, 80 HARv. L. REv. 1005 (1967).
In past years, both the AICPA and ABA codes have strictly prohibited advertising and
solicitation of business. AICPA CODE, Rule 502, supra note 43, at 24-25; ABA CODE, DR 2-101,
2-105, supra note 50, at 8C-12C. However, these restrictions are in the process of radical
change, beginning in the legal profession. See, e.g., Bates v. State Bar of Arizona, 97 S. Ct.
2691 (1977); Consumers Union v. Virginia State Bar (E.D. Va. Case No. 76-1225), 45 U.S.L.W.
2309 (March 22, 1977); ABA Code of Professional Responsibility Amendments Concerning
Lawyer Advertising, 46 U.S.L.W. 1 (Aug. 23, 1977); Hinchey, The First Amendment and the
Delivery of Legal Services, 63 A.B.A.J. 945 (1977); Supreme Court Holds Lawyers May Advertise, 63 A.B.A.J. 1093 (1977).
The Realtors' Code encourages candor in advertising. "The Realtor shall be careful at all
times to present a true picture in his advertising and representations to the public. He shall
neither advertise without disclosing his name nor permit any person associated with him to
use individual names or telephone numbers, unless such person's connection with the Realtor
is obvious in the advertisement." Realtors' Code, art. 9, supra note 262, at 4. "The Realtor
shall not offer a service described as 'free of charge' when the rendering of a service is
contingent on the obtaining of a benefit such as a listing or commission." Standard of Practice 9-4, id. at 6.
The Financial Advertising Committee on Ethics has promulgated a code of ethics and a
series of advertising guidelines for use by financial institutions. The code summarizes the basic
standard as follows: "A financial advertisement is ethical when it is truthful and when it
contains information that the intended audience can reasonably be expected to understand in
making an intelligent purchase decision. It is not necessary for a financial advertisement to
contain all the facts about a service because of media physical limitations. However, any
features, any terms (including price), or any purchaser benefits must be presented in a manner

that does not mislead either by what is stated or by what is omitted."

FINANCIAL ADVERTISING

COMMITrEE ON ETHICS (FACE), FINANCIAL ADVERTISING CODE OF ETHICS (1977). The American
Bankers' Association has adopted a statement of principles on advertising that parallels the
FACE code. Statement of Principles on Ads Endorsed by ABA, Amer. Banker, July 15, 1977,
at 1, col. 1.
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(a) comply with all established Company policies and all applicable laws,
rules, and regulations; and
(b) are not false or misleading; 343 and
(c) do not omit to state any material fact necessary to make the information,
advertising, or statement not misleading under the particular circumstances in3 44
volved.
APPENDIX
DEFINITIONS

3 45

I. Affiliate
The term "affiliate" means any corporation, association, business trust,
partnership, joint venture, syndicate, sole proprietorship, or any other form of
business venture or enterprise not specifically mentioned, 3 46 but excluding the
Company, in which the manager and his or her immediate family own, or have
the right to vote, or have the right to receive dividends or payments from:
(a) ten percent (10%) or more of the outstanding common or preferred
stock of the enterprise; or
(b) ten percent (10%) or more of the total notes and debt securities of the
4 7
enterprise.
II. Disclosure
A. Definition of "Disclose"; Procedures
The term "disclose" means the reporting or disclosure of the activity or

343. For examples of relevant state laws on this point, see FLA. STAT. §§817A0-.47 (1977).
344. Although the restriction is based upon laws such as FLA. STAT. §§817.40-A7 (1977),
the language is taken from that used in the federal securities laws. See note 338 supra.
345. Due to limited space, only a limited number of definitions are included in this
Appendix. Other terms should also be defined, either in the code itself or in accompanying
procedural regulations. Although the type and number of definitions will vary from firm to
firm, the following terms should probably be defined in any code: Company, professional
manager, officer, director, and employee. For example, the model code published here is based
upon a firm that has no subsidiaries. Consequently, the term "Company" in the model code
includes only one corporate entity. Firms with a number of subsidiaries should define the term
"Company" to include, exclude, or apply to, the parent company, one or more subsidiaries, or
the consolidated entity as a whole. This definition must take into account the various reporting and disclosure procedures defined elsewhere in this Appendix.
Although the model code uses definitions and basic procedural explanations, the number
of definitions has been kept to a minimum. The model code is complex enough, particularly
if all of the Rules of Conduct are included. Definitions could be used more extensively to
simplify the language of some of the code provisions, but the consistent cross-referencing to
numerous other terms of art would make practical use of the code more difficult for the
average manager.
346. 12 C.F.R. §23.2(b) (1977) (definition of "business enterprise" in Comptroller of the
Currency's Statement of Interest disclosure procedures).
247. 12 C.F.R. §23.2(g) (1977) (definition of "interest" in Comptroller of the Currency's
Statement of Interest disclosure procedures). See generally 17 C.F.R. §240.12b-2 (definition of
"affiliate" in SEC Regulation 12B).
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other matter involved to a senior individual, committee, or board, according to
the procedures set forth below:
1. A professional manager who is not a department head3 48 should make the
report or disclosure to the head of his or her department, as set out on the
applicable organizational chart. However:
(a) If the manager reasonably believes that disclosure to the department
head has not resulted, or will not result, in a timely and appropriate disposition of the matter involved, 349 or if the disclosure cannot be made to the department head for some substantial reason,3 50 the manager should make the
report or disclosure to the Chief Executive Officer of the Company; or
(b) If the manager reasonably believes that disclosure to the Chief Executive Officer has not resulted, or will not result, in a timely and appropriate
disposition of the matter involved, or if the disclosure cannot be made to the
Chief Executive Officer for some substantial reason, the manager should make
the report or disclosure to the Company's outside legal counsel and seek the
guidance of such counsel as to whether any further reporting or disclosure of
the matter should be made to the Audit Committee, Executive Committee, or
Board of Directors of the Company, or as a last resort, to any regulatory or law
85
enforcement agency. 3
2. A professional manager who is a department head should make the report or disclosure to his or her immediate senior officer, as set out on the applicable organizational chart. If the manager reasonably believes that this
disclosure has not resulted, or will not result, in a timely and appropriate
disposition of the matter, or if the disclosure cannot be made to the senior
officer for some substantial reason, the procedures set forth in subparagraphs
1(a) and (b), above, should be followed in the order indicated.
3. The President and the Chairman of the Board and Chief Executive Officer should make the report or disclosure to the Executive Committee of the
Board of Directors of the Company. However, if the President or Chairman
believes that this disclosure has not resulted, or will not result, in a timely and
appropriate disposition of the matter, or if the disclosure cannot be made to
the Executive Committee for some substantial reason, the President or Chairman should make the report or disclosure, in his or her judgment, to: (i) the
348. The model code simply assumes that a "department head" in the example Company
is an appropriate individual to receive such disclosures. The language or category of officer
actually used would have to reflect the firm's organizational chart and division of responsibilties.
349. The indicated language is intended to provide an alternative to the normal chain
of command where the manager believes that the initial disclosure has not resulted in appropriate action, for example, the matter has not been fairly handled or properly disclosed.
350. The indicated language is intended to provide an alternative to the normal chain of
command where the manager believes that he or she cannot disclose the matter in the usual
manner, for example, the person who would ordinarily receive the disclosure is out of town,
seriously biased, or personally involved in improper conduct.
351. The indicated language will be unacceptable to some firms that prefer to avoid any
mention of this type of disclosure to regulatory or law enforcement agencies. Although the
model code confronts this issue head on, it does require the involvement of legal counsel as a
safety check.
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Audit Committee of the Board of Directors; or (ii) the full Board of Directors;
or (iii) the Company's outside legal counsel, in order to seek the guidance of
such counsel as to whether any further reporting or disclosure of the matter
should be made to any regulatory or law enforcement agency.
B. Method of Disclosure
*When an activity or other matter is required to be disclosed, the disclosure
should be made in writing: (i) where the Code provision requires written disclosure; or (ii) where written disclosure is otherwise practicable. If the disclosure must be made orally, it should be documented in a written memorandum that summarizes the relevant facts. This memorandum should be prepared by the manager making the disclosure and should be routed in accordance with the provisions set out in subparagraph (A) above, and subparagraph (D) below.352
C. Timing of Disclosure
*When an activity or matter is required to be disclosed, the disclosure should
be made in advance of the actual occurrence of the activity or other matter
covered by the disclosure: (i) where the Code provision requires prior
approval for the activity or matter; or (ii) where the Code provision otherwise
requires that prior or advance disclosure be made; or (iii) where prior or advance disclosure is otherwise practicable.
D. Routing of Disclosure
When an activity or other matter is required to be disclosed, the manager
making the disclosure should deliver the written disclosure or the memorandum of the oral disclosure to (i) the individuals or committees required by
subparagraph (A), above; and (ii) the General Auditor.353 Such materials
should be placed in one or more sealed envelopes marked "CONFIDENTIAL
DISCLOSURE STATEMENT".
If prior approval of the activity or matter is not required, the individual or
committee receiving the disclosure should determine whether the disclosure
should be referred to the President, Chairman of the Board, the Audit Committee, the Executive Committee, or the Board of Directors. If prior approval
of the activity or other matter is required, the procedures set out in Paragraph
V, below (entitled "Prior Approval"), should be followed by the individual or
committee receiving the disclosure.

352. Ideally, written disclosure should be the only accepted practice. In many firms,
however, this formality will be impracticable.
353. The model code contemplates that the firm's internal General Auditor will compile
and periodically review all disclosure forms and reports. Although the information will be
available on a need-to-know basis to the Audit Committee, selected senior managers, and,
perhaps, the firm's attorneys and independent accountants, ordinarily the General Auditor
will present the Audit Committee and, perhaps, the chief executive officer, with "exception
reports" that detail any reporting deficiencies or deviations from the code.
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III. Executive Officer

The term "executive officer" means the Chairman of the Board, President,
Secretary, Treasurer, Comptroller, any Vice President, and any other person
designated by the Chairman of the Board as performing a similar policymaking function for the Company. 54
IV. Immediate Family

The term "immediate family" means: (i) the manager; and (ii) the spouse
of the manager; and (iii) any child or relative of the manager or spouse whose
permanent residence is the same as that of the manager.3 55
V. PriorApproval

The term "prior approval" means authorization of the activity or other
matter involved, following disclosure of the relevant facts by the manager,
according to the procedures set forth below:
A. Disclosure of the activity or other matter should be made in accordance
with the procedures set out in Paragraph II, above (entitled "Disclosure").
B. The individual or committee receiving the disclosure in accordance with
the procedures set out in Paragraph II, above, should take the following steps:
1. If the manager making the disclosure is not the President or Chairman
of the Board, the individual receiving the disclosure should furnish a copy of
the -written disclosure or the written memorandum of the disclosure, together
with a written recommendation of approval or disapproval, to the Chairman
of the Board and Chief Executive Officer. (Obviously, this recommendation
procedure will not be followed where the disclosure is made directly to the
Chairman of the Board.) The Chairman of the Board should then approve or
disapprove the activity or other matter. Following issuance of the approval or
disapproval by the Chairman of the Board, a copy of the approval or disapproval and a copy of any written recommendation should be forwarded by
the Chairman to the General Auditor. A copy of the approval or disapproval
should also be forwarded by the Chairman to the manager involved.
2. If the manager making the disclosure is the President or Chairman of
the Board, the approval or disapproval should be made by a formal resolution
of a majority of the disinterested members of the Executive Committee of the
Board of Directors or of the full Board of Directors. The Secretary to the Board
354. See Securities and Exchange Commission, Form 10-K, Item 11 (1977), FE. SEC. L. REP.
(CCH) f31,103 (defining "executive officer" for purposes of SEC Form 10-K); 12 C.F.R. §23.2(j)
(1977) (defining "executive officer" for purposes of national bank disclosure regulation). Regulations such as these often limit the term "vice president" by language such as "any vice
president with policy-making responsibilities"). Although this type of exception may be advisable in the context of government regulation, it results in excessive uncertainty if applied
to the context of a code of ethics. Ideally, the code in a given firm should define the term
executive officer by listing the specific job titles involved in that company.
355. See Securities and Exchange Commission, Form 10-K, Item 18 (1977), FED. SEC. L. REP.
(CCH) 31fI,104 (describing relatives to be included in disclosures relating to the interests of
management and others in certai insider transactions).
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of Directors should forward a copy of the formal action approving or disapproving the activity or other matter to the General Auditor.
VI. Reports
All reports, disclosure forms, and other documents required to be filed by
RC 4-110 and RC 4-111 should be filed in writing with the General Auditor by
the date indicated. Items to be filed should be placed in one or more sealed
envelopes marked "CONFIDENTIAL DISCLOSURE STATEMENT". The
manager should retain a copy of each item filed.

Published by UF Law Scholarship Repository, 1978

73

